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Testing a model of the antecedents and 
consequences of budgetary participation 


on job performance 


Vincent K. Chong and Darren M. Johnson* 


Abstract— This paper examines the effect of antecedents (such as task exceptions and task analysability) and con- 
sequences (such as job-relevant information, budget goal level, budget goal acceptance and budget goal commitment) 
of budgetary participation on job performance. The responses of 135 middle-level managers, drawn from a cross- 
section of manufacturing firms, to a survey questionnaire, were analysed by using a structural equation modelling 
(SEM) technique. The results of this study suggest that task exceptions and task analysability are important an- 
tecedents of budgetary participation. The results further suggest that the cognitive effect of participation in goal- 
setting allows subordinates to gather, exchange and share job-relevant information. The availability of job-relevant 
information allows subordinates to develop effective strategies or plans, which will help them to exert effort over 
time, in an attempt to attain their goals. The results support the proposition that setting difficult but attainable budg- 
et goals increases subordinates’ budget goal level, acceptance, and commitment to the budget goal, which in turn 
improves job performance. 

Key words: Budgetary participation; information processing theory; goal-setting theory; job performance; struc- 


tural equation modelling (SEM) technique 


1. Introduction 

Subordinate participation in Budget-setting i is one 
of the most researched f 1с5 in management ac- 
counting literature. The #éSults of studies into the 
effects of budgetary participation on subordinates’ 
job performance have been equivocal.! The in- 
conclusive results may be due to the lack of un- 
derstanding of the mechanism by which budgetary 
participation may affect subordinates’ job per- 
formance. Brownell and McInnes (1986), for ex- 
ample, relied on expectancy theory and used 
motivation as an intervening variable to study the 
impact of budgetary participation on performance. 
However, Brownell and McInnes’s results failed to 
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confirm a positive relationship between budgetary 
participation and motivation. In an attempt to re- 
solve Brownell and McInnes's (1986) inconclu- 
sive results, Chong and Chong (2002) relied on 
goal-setting theory to examine the impact of budg- 
etary participation on performance. They found 
that budgetary participation affects subordinates’ 
job performance through: (1) the increase in their 
budget goal commitment, and (2) the cognitive 
benefits derived from sharing internal information 
during the budget-setting process. 

Nevertheless, three issues merit further investi- 
gation. First, we improve on Chong and Chong 
(2002) by including other important motivational 
factors such as budget goal level (difficulty) and 
budget goal acceptance within the goal-setting the- 
ory framework. For example, prior studies (e.g., 
Locke et al., 1981; Wier, 1993) have found that 
budget goal level has some influence on commit- 
ment and job performance. Leifer and McGannon 
(1986) found that goal acceptance and goal com- 
mitment are separate and distinguishable con- 
structs and, as such, should not be treated as the 
same constructs. Shields and Shields (1998) called 
for future research in participative budgeting to in- 


' For example, some studies (e.g. Merchant, 1981) have 
confirmed that budgetary participation has a positive effect on 
performance while other studies (e.g. Stedry, 1960; Bryan and 
Locke, 1967) have found the relationship to be negative and 
yet, few studies (e.g. Milani, 1975, Kenis, 1979) have found 
that there were no relationships between budgetary participa- 
tion and performance. 
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clude other variables (such as goal acceptance) 
that intervene between participative budgeting and 
dependent variables. Second, Chong and Chong 
relied on a single theoretical framework (i.e., goal- 
setting theory), despite prior researchers 
(Feyeraband, 1981; Eisenhardt, 1988; Conlon and 
Parks, 1990) claim that a multi-theoretical frame- 
work can enhance our understanding of phenome- 
na2 Third, Chong and Chong focused on the 
consequences of budgetary participation without 
considering its causal antecedents. This has been a 
major criticism of prior budgetary participation 
studies (see e.g., Clinton et al., 1992; Shields and 
Young, 1993; Shields and Shields, 1998). 

Thus, the objective of this study is to attempt to 
partially replicate and extend Chong and Chong 
(2002) by developing a model (see Figure 1), 
which relies on a multi-theoretical framework (1.е., 
goal-setting theory and information-processing 
theory) to examine the impact of budgetary partic- 
ipation on subordinates’ job performance. 

Specifically, this study proposes that task uncer- 
tainty is an antecedent of budgetary participation. 
This study focuses on only one of the antecedents 
of budgetary participation, namely task uncertain- 
ty, as the theoretical development underpinning 
this study is concerned with the internal environ- 
ment. It is suggested that the presence of task un- 
certainty (in term of task exceptions and task 
analysability) causes the need for job-relevant in- 
formation and budgetary participation (Links 1, 2, 
3 and 4 of Figure 1). We suggest that subordinates’ 
participation in the budget-setting process pro- 
vides the opportunity for them to gather job-rele- 
vant information which will facilitate their 
decision making process (Link 5, Figure 1). In ad- 
dition, we propose that by relying on goal-setting 
theory, subordinates’ participation in the budget- 
setting process induces higher budget goal level, 
budget goal acceptance and commitment (Links 6, 
7 and 8 of Figure 1). It is suggested that the high- 
er the budget goal level, the higher the level of 
budget goal acceptance (Link 9 of Figure 1) and 





? To date, the participative budgeting studies have relied on 
agency theory (e.g., Shields and Young, 1993), attribution the- 
ory (e.g., Nouri, et al, 1999), expectancy theory (e.g., 
Brownell and McInnes, 1986), goal-setting theory (e.g., 
Chong and Chong, 2002), and information-processing theory 
(e.g., Kren, 1992). 

3 Van de Ven and Delbecq (1974:183—184) conceptualised 
task exceptions as task variability and defined it as being ‘the 
number of exceptional cases encountered in the work requir- 
ing different methods or procedures for doing the work", and 
task analysability is conceptualised as task difficulty and de- 
fined as the "analysability of the work itself and the extent to 
which there is a known procedure that specifies the sequence 
of steps to followed in performing the task’. 

4 Job-relevant information reduces uncertainty, improves 
decision-makers' ability to make predictions, or confirms or 
corrects their prior expectations (see Romney and Steinbart, 
2003). 
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the higher the level of budget goal commitment 
(Link 10 of Figure 1). In addition, it is proposed 
that the higher the level of budget goal acceptance, 
the higher the level of budget goal commitment 
(Link 11 of Figure 1). Finally, we propose that the 
use of both information-processing theory and 
goal-setting theory suggests that the availability of 
job-relevant information will facilitate subordi- 
nates who have high budget goal acceptance and 
commitment to enhance their job performance 
(Links 12, 13 and 14 of Figure 1). 

The remainder of this paper is organised as fol- 
lows. In the next section, the theoretical model un- 
derlying the study is developed. Subsequent 
sections present the method employed, results, dis- 
cussions and limitation of the study. 


2. Literature review and hypotheses 
development 


2.1. The relationship between task uncertainty and 
budgetary participation 

The first two hypotheses are concerned with the 
relationship between task uncertainty and budget- 
ary participation. Task uncertainty is conceptu- 
alised as consisting of two dimensions: task 
exceptions and task analysability (see Perrow, 
1967; Van de Ven and Delbecq, 1974; Withey et 
al., 1983; Brownell and Dunk, 1991)? Task excep- 
tions refer to ‘the frequency of unexpected and 
novel events that occur in the conversion process’; 
while task analysability refers to 'the extent to 
which work can be reduced to programmable me- 
chanical steps’ (Withey et al., 1983:46; Brownell 
and Dunk, 1991). Budgetary participation, on the 
other hand, is defined as “а process in which indi- 
viduals, whose performance will be evaluated, and 
possibly rewarded, on the basis of their achieve- 
ment of budgeted targets, are involved in, and have 
influence on, the setting of these targets” 
(Brownell, 1982:124; Greenberg, Greenberg and 
Nouri, 1984). Relying on information-processing 
theory (Galbraith, 1973, 1977), it is argued that 
‘the greater the task uncertainty, the greater the 
amount of job-relevant information that must be 
processed among decision-makers during task ex- 
ecution in order to achieve a given level of per- 
formance’ (Galbraith, 1973:4, italicisation 
added). This view is supported by the extant or- 
ganisational and behavioural literature (e.g., 
Hague et al., 1971; Duncan, 1972; Van de Ven et 
al., 1976; Tushman and Nadler, 1978). For exam- 
ple, Tushman and Nadler (1978) identified that in 
situations involving simple and routine tasks, in- 
formation-processing requirements are kept to a 
minimum; as such tasks can he solved by existing 
rules and procedures. Tasks that are not well un- 
derstood prior to execution and complex in nature 
require additional processing of information by 


Vol. 37 No. 1. 2007 


01 ч 





ү шл 






291342998 
1808 yoSpng 


{әлә 
[808 jospng 








зшошушшоо 
[208 yoSpng 


adueuliojiod 
чог 





Клоәфу 
8и1395-[05) 


9 їч] 


О нони зи ини кви ни вниеннь во ae 


el ur] 





АпаезАтеие 
ysel 











uonedionied epi 
uoneurojut piis 8115592044 
jueAo[or-qof Tespng иопешало и] 


suondaoxs 








| ur] XS 
ќушерәоир ysey i 
2140140л (Ш) 21901404 (1D 219014рл (I) 21971404 21901401 2190110л 
DUOMO Suii2a421u] Summaasaquy 8штиәлләи] тиәриәйдәри[ Juapaoojuy 


]9pour теэцэлозц J, 
T әл 








6 


decision-makers. Van de Ven et al. (1976:328) es- 
tablished that further information is necessary 
when task uncertainty occurs at the work unit level 
of the organisation; and the additional information 
would be obtained through the use of horizontal 
communication channels and both scheduled and 
unscheduled group meetings. Thus, subordinates 
faced with a high level of task uncertainty would 
seek additional job-relevant information through 
budgetary participation. This viewpoint is further 
supported by Mia (1987), who argued that when 
employees participate to obtain and process addi- 
tional information about their jobs, they get a 
clearer understanding of their job and their levels 
of perceived task difficulty are reduced. Shields 
and Shields (1998) maintained that budgetary par- 
ticipation is for the sharing of internal information 
that is predicted to be associated with task uncer- 
tainty. Specifically, Shields and Shields found that 
budgetary participation exists for when there is 
task uncertainty. The foregoing discussion sug- 
gests that task uncertainty is an antecedent variable 
of budgetary participation. It is postulated that the 
demand for budgetary participation is caused by 
the subordinates’ levels of task uncertainty. Thus, 
it is argued that the existence of budgetary partici- 
pation for sharing of internal information is ex- 
` pected to be associated with subordinates’ levels of 
task uncertainty. 

As noted earlier, task uncertainty is conceptu- 
alised as having two dimensions: task exceptions 
and task analysability. It is proposed that when 
task exceptions are low, such tasks would be con- 
sidered as either repetitious or routine and could be 
solved through existing procedures and rules 
(Tushman and Nadler, 1978). When confronted 
with these tasks, it is expected that subordinates 
require less job-relevant information for decision- 
making. However, when task exceptions are high, 
subordinates would not be able to predict the prob- 
lems in advance (e.g., Perrow, 1967; Withey et al., 
1983). Thus, it is suggested that subordinates who 
are faced with tasks that have a high number of ex- 
ceptions will require additional job-relevant infor- 
mation. As noted earlier, subordinates can obtain 
additional job-relevant information through budg- 
etary participation (e.g. Campbell and Gingrich, 
1986; Mia, 1987; Shields and Shields, 1998). 
Thus, it follows that when task exceptions are 


high, the need for participation is likely to be high. . 


Hence, it is postulated that task exceptions are ex- 
pected to be positively associated with job-rele- 
vant information and budgetary participation. The 
following hypotheses, stated formally, are tested: 





$ Numerous non-accounting studies (e.g., Earley and 
Kanfer, 1985; Campbell and Gingrich, 1986) also support this 
argument. 
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НКа): There is a positive relationship between 
task exceptions and job-relevant informa- 
tion. 

НИ): There is a positive relationship between 
task exceptions and budgetary participa- 
tion. 


With respect to task analysability, it is suggested 
that readily analysable tasks may be solved by ex- 
isting procedures and rules (e.g., Perrow, 1967; 
Withey et al., 1983). It is expected that subordi- 
nates require less job-relevant information for de- 
cision making when confronted with these tasks. 
However, when the level of task analysability is 
low, subordinates may need time to think and to 
search beyond existing procedures and policies. 
Thus, it is expected that subordinates faced with 
tasks that have a low level o? analysability will re- 
quire additional job-relevant information. This in- 
formation will be obtained through participation 
within the budgeting process (e.g. Campbell and 
Gingrich, 1986; Mia, 1987; Shields and Shields, 
1998). Thus, it follows that when task analysabili- 
ty is low, the need for participation is likely to be 
high. Hence, it is predicted that task analysability 
is expected to be negatively associated with job- 
relevant information and budgetary participation. 
The following hypotheses, stated formally, are 
tested: 


H2(a): There is a negative relationship between 
task analysability and job-relevant infor- 
mation. 

There is a negative relationship between 
task analysability and budgetary participa- 
tion. 


H2(b): 


2.2. The relationship between budgetary 
participation and job-relevant information 

Our third hypothesis is concerned with the rela- 
tionship between budgetary participation and job- 
relevant information. Job-relevant information is 
defined as “information that facilitates job-related 
decision making” (Kren, 1992:511). Prior studies 
(e.g., Kren, 1992; Magner et al., 1996; Chong and 
Chong, 2002) have examined the cognitive role of 
budgetary participation. These studies confirmed 
that budgetary participation facilitates the gather- 
ing of job-relevant information. For example, 
Kren (1992:513) argued that budget participation 
can create an environment that encourages the ac- 
quisition and use of job-relevant information. 
Magner et al. (1996) argued that subordinates’ par- 
ticipation in the budget-setting process enables 
them to obtain information that is relevant to per- 
forming their jobs? Magner et al. (1996:43) fur- 
ther argued that the act of participation allows 
subordinates to interact with superiors whereby 
subordinates can ask questions to clarify goals, 
work strategies, conditions in the work environ- 
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ment, and other factors that are salient to their 
jobs. In addition, Chong and Chong (2002) found 
that budgetary participation provided an opportu- 
nity for subordinates to gather, exchange, and dis- 
seminate job-relevant information with their 
superiors or peers regarding their work environ- 
ment and budget goals. Murray (1990), on the 
other hand, theorised that budgetary participation 
might help to enhance performance by providing 
individuals the opportunity to ask questions relat- 
ed to the tasks, thereby increasing their job-rele- 
vant information. Shields and Shields (1998:59) 
suggested that the cognitive role of budgetary par- 
ticipation improves a subordinate’s quality of deci- 
sions as a result of sharing information with the 
superior.® Based on the preceding discussions, we 
conclude that the cognitive role of budgetary par- 
ticipation is expected to increase job-relevant in- 
formation. Thus, stated formally, the following 
hypothesis is tested: 


H3: There is a positive relationship between 
budgetary participation and job-relevant 


information. 


2.3. The relationships between budgetary 
participation, budget goal level, budget goal 
acceptance, and budget goal commitment 

Relying on goal-setting theory (Locke, 1968; 
Locke et al., 1981; Locke and Latham, 1990; see 
also Murray, 1990; Chong and Leung, 2003), it is 
suggested that participation in setting budget goals 
can influence subordinates' budget goal level and 
motivation.’ It is suggested that setting difficult 
but attainable goals leads to higher performance 
than setting either specific moderate or easy goals 
(e.g., Murray, 1990; Locke and Latham, 1990). 
The mechanisms by which difficult goals lead to 
greater action is centred around three elements of 
motivation. These are: (1) intensity of effort, (2) 
duration or time, and (3) direction towards an ac- 
tivity (see Locke and Latham, 1990). Specifically, 
Locke and Latham (1990) argued that specific and 
difficult goals caused a greater effort to be ex- 
pended over a greater period of time in comparison 
to those goals considered as easy or ‘do your best’. 
They (p. 92) suggested that goals have two direc- 
tional effects. ‘First, they orient the individual to- 
ward goal-relevant activities and materials, and 
away from goal irrelevant ones. Second, they 
activate stored knowledge and skills that the indi- 
vidual possesses that are perceived as relevant to 
the task.’ Therefore, if effort is directed towards 
the activity or goal, then it is more likely the goal 
can be reached. Thus, difficult goals in comparison 

‚ to easy goals will lead to greater effort being ex- 

pended, over an extended period of time providing 
that effort is expended towards some goal 8 

Participation enhances an individual’s feeling of 
involvement in the budget goal-setting process. 
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Numerous studies (Latham et al., 1978; Kenis, 
1979; Kren and Liao, 1988; Murray, 1990; Wier, 
1993) have proposed that budgetary participation 
is positively associated with budget goal level. 
Kren and Liao (1988), for example, argued that 
subordinates may be motivated to disclose infor- 
mation during the participation process that results 
in the setting of more difficult budget goal level. 
Murray (1990) theorised that budgetary participa- 
tion may result in increased budget goal level. 
Wier (1993) found that budgetary participation 
was positively associated with budget goal level. 
Thus, the existing theoretical and empirical evi- 
dence suggest that budgetary participation is posi- 
tively related to budget goal level. 

Budget goal acceptance refers to the extent to 
which an individual’s willingness to accept a 
budget goal level. Budget goal commitment, on 
the other hand, refers to ‘the determination to 
achieve a goal, and the willingness to put forth ef- 
fort to attain a goal’ (Renn et al., 1999:107—108; 
see also Naylor and Ilgen, 1984; Leifer and 
McGannon, 1986). Prior studies (see e.g, Argyris, 
1952; Becker and Green, 1962; Murray, 1990; 
Shields and Shields, 1998; Chong and Chong, 
2002) suggested that subordinates who are al- 
lowed to participate in setting their budget goals 
are more likely to accept and commit to the budg- 
et goals than subordinates who are not allowed to 
participate in the budget-setting process. Shields 
and Shields (1998) argued that budgetary partici- 
pation increases an individual’s trust, sense of con- 
trol, and ego-involvement with the organisation. 
Consequently, this individual is more likely to be 
less resistance to change and more acceptance of, 
and commitment to, the budget decisions. 





$ A number of non-accounting studies also confirmed the 
cognitive role of budgetary participation (see e.g., Locke et al., 
1981; Locke and Latham, 1990; Latham et al., 1994). 

7 The implications of these studies suggested that budgetary 
participation provides ‘positive’ communication between su- 
periors and subordinates. It is argued that budgetary participa- 
tion motivates subordinates to reveal their private information 
in their budgets. In other words, individuals who participate in 
the budget-setting process do not incorporate budgetary slack 
in their budget and as a result, set higher goals for themselves. 
However, other study studies (e.g., Shields et al., 2000; Lukka, 
1988) predicted and found a negative association between par- 
ticipative budgeting and goal level. These studies, however, 
relied on the economic theory of agency. Agency theory-based 
studies predict that subordinates have the incentive to set an 
easy (lower) budget goal level especially their rewards are 
based on they ability to attain the budget goal level which they 
participated in the setting process. The present study relies on 
goal-setting theory. 

8 Evidence from previous research (e.g. Bavelas and Lee, 
1978) confirmed that goals that are specific and difficult will 
cause individuals to work longer and harder compared goals 
that are easy. For example, Bavelas and Lee (1978) found that 
individuals with easy goals generally stopped working on their 
goals sooner than those individuals who had difficult or hard- 
er goals. 
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Furthermore, it is argued that the intention or ac- 
tions of the individual cannot be translated into the 
appropriate goals or behaviours without the indi- 
vidual acceptance of a goal (Locke 1968). Erez 
and Kanfer (1983) argued that employees who par- 
ticipated in establishing their annual budget goals, 
experienced the feeling of involvement and less re- 
sistance toward the goal-setting process than the 
employees who were not allowed to participate. 
Specifically, Erez and Kanfer found that budgetary 
participation was a valuable motivational tool in 
ensuring subordinates' acceptance of the budget 
goals. It is argued that a goal is more likely to be 
accepted by subordinates when they have a voice 
in setting it (see Locke and Latham, 1990)? Renn 
(1998:116) found that 'participation enhances 
one's feeling of involvement in the goal-setting 
process. In so doing, participation lower one's re- 
sistance to accepting an externally imposed goals’. 
Several studies supported the positive association 
between budgetary participation and budget goal 
commitment (see e.g., Locke, 1968; Erez et al., 
1985; Erez and Arad, 1986). 

In summary, the preceding discussions suggest 
that budgetary participation exists to induce high- 
er budget goal level, and promote more accept- 
ance of, and commitment to, budget goals. 'These 
ideas are expressed in the following hypotheses: 


H4: There is a positive relationship between 
budgetary participation and budget goal 


level. 


H5: There is a positive relationship between 
budgetary participation and budget goal 
acceptance. 

H6: There is a positive relationship between 


budgetary participation and budget goal 
commitment. 


2.4. The relationships between budget goal level, 
budget goal acceptance, and budget goal 
commitment 

Relying on goal-setting theory, it is argued that 
an individual's behaviour is regulated by his or her 
conscious ideas and intentions. A goal is viewed as 
the objective or the performance level that an indi- 
vidual seeks to attain. If an individual is commit- 
ted to goal attainment, it will influence the 
individual's actions and consequently perform- 
ance. Furthermore, it is suggested that goal-setting 
influences the amount of, and duration óf the effort 
expended (Murray, 1990; see also Locke et al., 
1981; Locke and Latham, 1990). Murray (1990) 
argued that a more difficult goal (assuming that it 
has been accepted and committed) should induce 
more effort. Prior studies (Murray, 1990; Shields 
and Shields, 1998) have proposed that when sub- 





? Voice provides a subordinate with an opportunity to ex- 
press his/her views about a decision (Earley and Lind, 1987). 
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ordinates are given the opportunity to set their 
budget goal levels, they are more likely to accept 
and commit to the budget goals than subordinates 
who are not allowed to participate in the budget 
goal-setting process. Furthermore, participative 
budgeting increases an individual's trust, sense of 
control, and ego involvement with the organisation 
(Shields and Shields, 1998). Hence, it is argued 
that a budget goal level is more likely to be ac- 
cepted and committed by an individual who par- 
ticipated in setting such goal level. Thus, it is 
predicted that budget goal level is positively asso- 
ciated with budget goal acceptance and budget 
goal commitment. Thus, stated formally, the fol- 
lowing hypotheses are tested: 


H7: There is a positive relationship between 
budget goal level and budget goal accept- 
ance. 

H8: There is a positive relationship between 


budget goal level and budget goal com- 
mitment. 


Prior studies (Locke et al., 1981; Leifer and 
McGannon, 1986) have confirmed that there is a 
positive and direct effect of goal acceptance on 
goal commitment. Locke et al. (1981) recognised 
that goal acceptance and gcal commitment were 
similar yet separate concepts. They referred goal 
acceptance as being the initial agreement or ac- 
ceptance of a goal, whereas goal commitment is 
the determination to try for a goal until it has been 
reached. Determination, of course, implies the ex- 
pending of effort, time and direction towards the 
relevant activity or goal. It is argued that once a 
goal has been accepted, then there is subsequent 
commitment to that goal. In analysing studies from 
1960 to 1980, Locke et al. (1981) found that in 
those studies where acceptance had been measured 
and included, most of the participants showed 
complete and substantial commitment to the goal. 
Leifer and McGannon (1986) proposed that higher 
levels of goal acceptance should always lead to 
higher levels of goal commitment. Thus, it can be 
concluded that when a subordinate accepts a budg- 
et goal, there will be a greater commitment to that 
goal in comparison to a subordinate that does not 
accept the budget goal. Thus, it is predicted that 
budget goal acceptance is positively associated 
with budget goal commitment. These ideas are ex- 
pressed as the following hypotheses: 


H9: There is a positive relationship between 
budget goal acceptance and budget goal 


commitment. 


2.5. The relationship between job-relevant 
information and budget goal acceptance and 
budget goal commitment 

Existing studies (e.g., Kren, 1992; Magner et al., 
1996; see also Chong, 1996) and information-pro- 
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cessing theory (see Galbraith, 1973, 1977; 
Tushman and Nadler, 1978) have provided evi- 
dence to suggest that as task uncertainty increases, 
the need for job-relevant information becomes in- 
creasingly important and useful to managers for 
decision-making purposes. 

Relying on goal-setting theory, it is argued that 
once a subordinate has accepted a budget goal, 
which is specific and difficult but attainable, the 
three direct mechanisms (i.e., effort, persistence 
and direction of attention) of goal-setting are 
brought into play.'° These three direct mechanisms 
of goal-setting are motivational because it requires 
individuals to take actions involving hard works to 
accomplish the objective. If an individual finds 
that these mechanisms are not sufficient (e.g., due 
to the presence of task uncertainty), he/she may at- 
tempt to discover other better strategies for per- 
forming the task. Thus, we argue that with the 
presence of task uncertainty, the three direct mech- 
anisms alone are not sufficient to help a subordi- 
nate to attain his/her goal. This is because 
subordinates need to develop task-relevant strate- 
gies, in order to discover how their goal can be 
reached. Thus, we postulate that the presence of 
task uncertainty motivates subordinates to exert 
greater effort directed toward strategy develop- 
ment (Locke and Latham, 1990; see also Hirst, 
1987). The cognitive effect of budgetary participa- 
tion enables subordinates to develop strategies to 
achieve the relevant task, and consequently these 
task strategies ensure that the subordinates direct 
their effort and attention towards the appropriate 
goal (see Chong and Chong, 2002). Campbell et 
al., (1970), for example, argued that goal-setting 
helped to clarify the task to be performed to the ex- 
tent that they give subordinates explicit knowledge 
of where to direct their effort. Hirst (1987) theo- 
rised that the cognitive activities, such as the inter- 
pretation, search and selection of job-relevant 
information, would allow subordinates to put forth 
additional effort to attain their goal. 

In summary, we expect that with the presence of 
task uncertainty, participative budget goal-setting 
stimulates individual to develop effective strate- 
gies, which involves both the search for, and se- 
lection of, valid strategies, for attaining goals 
(Locke et al., 1981; Naylor and Ilgen, 1984; Hirst, 
1987; Locke and Latham, 1990). In the present 
study, we expect that there is no direct relationship 
between job-relevant information and job per- 
formance for our structural model (see Figure 1). 
We offer the following two plausible reasons. 
First, our structural model includes task uncertain- 





10 See Locke et al. (1981) for a detailed discussion of the 
terms effort, persistence and direction. 

И Budget goal acceptance is subordinates’ initial agreement 
with the budget goal (Locke, 1968; Locke and Latham, 1990). 
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ty as an antecedent variable to budgetary partici- 
pation. Second, relying on information-processing 
theory and goal-setting theory, we argue that the 
presence of task uncertainty will initially direct 
subordinates’ effort toward strategy development 
and task learning, rather than the three direct goal 
mechanisms (i.e., effort, persistence and direction 
of attention) of goal setting. Effort directed toward 
strategy development and task learning, leads to 
delayed performance increases (Locke et al., 1981; 
Hirst, 1987; Locke and Latham, 1990; Bonner and 
Sprinkle, 2002). This view is consistent with 
Locke et al. (1981) who suggest that the cognitive 
factors (such as job-relevant information) are indi- 
rectly associated with performance. We propose 
that the availability of job-relevant information 
would enable subordinates to formulate effective 
strategies or plans, which will assist them to exert 
additional effort for budget goal attainment. We 
argue that the availability of job-relevant informa- 
tion would initially increase subordinates' budget 
goal acceptance. Budget goal acceptance is sub- 
ordinates' initial agreement with the budget goal 
(Locke, 1968; Locke and Latham, 1990). It im- 
plies moderated degree of acceptance of budget 
goal. Budget goal commitment, on the other hand, 
suggests subordinate's resistance to changing the 
budget goal at a later point in time. We further 
argue that as subordinates gather more job-rele- 
vant information which enables them to formulate 
effective strategies or plans for budget goal attain- 
ment, they will exert higher degree of commitment 
towards budget goal. In other words, a higher de- 
gree of commitment is viewed as the more inclu- 
sive concept in that it refers to one's attachment to 
or determination to achieve a budget goal. Taken 
together, we postulate that job-relevant informa- 
tion is positively associated with budget goal ac- 
ceptance and budget goal commitment. This idea 
is expressed in the following hypotheses: 


H10: There is a positive relationship between 
job-relevant information and budget goal 
acceptance. 

There is a positive relationship between 
job-relevant information and budget goal 


commitment. 


H11: 


2.6. The relationship between budget goal 
commitment and job performance 

The last hypothesis is concerned with the rela- 
tionship between budget goal commitment and job 
performance. Аз noted earlier, a primary predic- 
tion of goal-setting theory is that setting specific, 
difficult but attainable goals will be beneficial to 
performance compared to easy goals. Reviews of 
goal-setting studies showed that, in general, once 
individuals are committed to the budget goals, 
they will increase the effort required to achieve 
those goals. Individuals who are committed to spe- 
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cific, difficult but attainable goals will try harder 
and persist longer, and will be more effective than 
less committed individuals (Locke and Latham, 
1990). As a result, the more effort that is applied to 
goal attainment, the greater the chance of goal at- 
tainment, thus improving job performance. Thus, 
it is concluded that budget goal commitment 
should be positively associated with job perform- 
ance. Numerous studies (see e.g., Earley and 
Kanfer, 1985; Erez et al., 1985; Erez, 1986; Erez 
and Arad, 1986; Locke et al., 1988; Locke and 
Latham, 1990; Wofford et al., 1992; Shields and 
Shields, 1998; Fisher et al., 2002; Wentzel, 2002) 
provided empirical support for this proposed rela- 
tionship between budget goal commitment and job 
performance. Shields and Shields (1998) argued 
that the motivational role of budgetary participa- 
tion enhances budget goal commitment, which in 
turn, improved performance. Fisher et al. 
(2002:32) argued that ‘there should be a positive 
relation between commitment and subordinates 
performance’. Specifically, they found that subor- 
dinates in dyads that do reach agreement will be 
more committed to attaining their budget goals and 
perform at higher levels. In contrast, subordinates 
in dyads that do not reach agreement will be less 
committed to attaining their budget goals and per- 
form at lower levels. Thus, the existing theoretical 
and empirical evidence suggest that the higher the 
level of budget goal commitment, the higher the 
level of subordinates’ job performance. Stated for- 
mally, the following hypothesis is tested: 


H12: There is a positive relationship between 
budget goal commitment and job perform- 


ance. 


3. Research method 


3.1. Sampling selection 

A survey methodology approach was used in this 
study. А total of 185 manufacturing firms located 
in Western Australia and New South Wales were 
randomly chosen from the 2001 Who's Who of 
Australia electronic database. The criterion for the 
sample inclusion was that all respondents are mid- 
dle-level managers and they have budget responsi- 
bility. A total of 435 middle-level managers were 
identified from the 185 manufacturing firms for 
the project. Telephone contact was then made with 
each organisation to verify and confirm that the 
managers selected were still the incumbent of the 
position. From this confirmation, 355 middle-level 
managers were then selected as part of the final 
sample. Eighty managers were not included in the 
final sample for a number of reasons. First, 43 
managers had since left their respective organisa- 
tion; second, 16 managers had retired; and third, 
21 managers had moved to other areas of their or- 
ganisation. 
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Each participant was sent a covering letter, a 
questionnaire and a prepaid self-addressed enve- 
lope. The prepaid self-addressed envelope facili- 
tates correspondence and ensures that the 
questionnaires are returned directly to one of the 
researchers. The questionnaires were pre-coded to 
identify those non-respondents so that follow-up 
letters can be sent. А total of 162 questionnaires 
were received, giving a response rate of 45.6396. 
Of the 162 questionnaires, 24 were excluded from 
the study for incomplete responses and three were 
considered as outliers.!* This resulted in 135 us- 
able responses for our data analysis. 

The organisations have an average of 202 em- 
ployees. Each manager, on average, had a respon- 
sibility for 30 employees. The average age of each 
participant was 43 years. The average length of 
time spent in the position was nearly five years and 
each manager had, on average, 12 years experi- 
ence in his or her current area of responsibility. 
Most managers had been employed by their re- 
spective organisation for an average of 10 years. 


3.2. Measurement of variables 

Task exceptions and task analysability were eval- 
uated by a nine-item, seven-point Likert-type scale 
developed by Withey et al. (1983). Budgetary par- 
ticipation was measured by a six-item, seven-point 
Likert-type scale developed by Milani (1975). Job- 
relevant information was measured by a three-item, 
seven-point Likert-type scale developed by Kren 
(1992). Budget goal level was measured by a five- 
item, five-point Likert-type scale developed by 
Kenis (1979). Budget goal acceptance was meas- 
ured by a three-item, seven-point Likert-type scale 
developed originally by Leifer and McGannon 
(1986), which was subsequently validated by Renn 
et al. (1999). Budget goal commitment was meas- 
ured by a two-item, five-point Likert-type scale de- 
veloped by Tubbs (1993). Job performance was 
measured by a scale developed by Mahoney et al. 








12 [n this study, three responses were considered as outliers. 
These three responses were from firms, which have employed 
relatively more employees than the rest of the firms. These 
three firms have employed 2,200, 10,000 and 15,000 employ- 
ees, respectively. A univariate assessment of the values of the 
standardized scores reveals that two responses exceeded the 
recommended threshold standardised values (Z scores) range 
from +3 to +4 (Hair et al., 1998:65). The third response has a 
standardised value (Z score) of 1.18, but given that the firm 
has employed 2,200 employees and the average mean score 
for employees in other firms was 202, we treat this third re- 
sponse as an outlier. We believe these three responses are 
‘truly aberrant’ and not representative of any observations of 
the population (see Hair et al., 1998:66). The structural equa- 
tion modeling (SEM) analyses were repeated before the ex- 
clusion of the three outliers. The results revealed that there 
were no differences between SEM results based оп 138 (be- 
fore exclusion of the three responses) and those based on 135 
responses (after the exclusion of the three responses). These 
results imply that the results are relatively robust to variations 
in the size (i.e. number of employees! of sample organisations. 
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(1963, 1965). This instrument is a nine-item, seven- 
point Likert-type scale.? Consistent with prior re- 
search (e.g., Kren, 1992; Chong and Chong, 2002), 
this study use the single overall job performance 
rating in our data analysis and hypothesis testing. 


4. Results 

Table 1 shows the descriptive statistics and 
Pearson correlation for the independent and de- 
pendent variables used in the study.!^ 


4.1. Analytical technique 

The structural equation modeling (SEM) tech- 
nique was used to test our theoretical model 
(Figure 1) and hypotheses. The SEM technique is 
based on the EQS structural equation computer 
program (Bentler, 1995). EQS provides a variety 
of statistics to assess the validity of our model. 
Evaluation of the model fit was assessed by three 
fit indices: (1) the Bentler-Bonnet normed fit index 
(NFD, (2) the Bentler-Bonnet non-normed fit 
index (NNFI) and (3) the comparative fit index 
(CFI) (Bentler and Bonnet, 1980; Bollen and 
Long, 1992). Values greater than 0.90 are desirable 
for each fit index. EQS includes sophisticated 
model specification techniques such as the 
Lagrange Multiplier (LM) and Wald’s test 
(Bentler, 1996). This study adopted a two-step ap- 
proach recommended by Anderson and Gerbing 
(1988). First, the measurement model is evaluated 
by confirmatory factor analysis. Second, the struc- 
tural model is used to test for the hypothesised re- 
lationships. 


4.2. Measurement model 

The measurement properties of the various 
scales used in our study were examined through 
estimation of a measurement model. Table 2 shows 
the maximum likelihood standardised loadings 
along with composite reliability and variance ex- 
tracted estimates. 

Three indices from the measurement model pro- 
vide strong support for the convergent validity of 
our scales (1.е., task exceptions, task analysability, 
budgetary participation, job-relevant information, 
budget goal level, budget goal acceptance and 
budget goal commitment). First, the standardised 
loadings, which are indicators of the degree of as- 
sociation between a scale item and latent variable, 





13 This instrument consists of a single overall performance 
rating with ratings on other eight dimensions of managerial 
activities. The eight dimensions of managerial activities are: 
planning, investigating, coordinating, evaluating, supervising, 
staffing, negotiating and representing (Mahoney et al., 1963, 
1965). 

14 We tested for non-response bias by the approach suggest- 
ed by Oppenheim (1966). The results reveal that there were no 
statistically significant differences in the mean scores between 
the early and late responses. 
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were each significant (р < 0.05). Second, the com- 
posite reliability, analogous to Cronbach alpha co- 
efficient (Cronbach, 1951), was 0.79 or greater for 
each scale. These results suggest high internal con- 
sistency of the items comprising the various 
scales. Third, each of the variance extracted esti- 
mates, which represent the amount of variance 
captured by a construct relative to the variance due 
to random measurement error, exceeded the mini- 
mum level of 0.50 that was recommended by 
Fornell and Larcker (1981). Discriminant validity 
of the seven scales was assessed by comparing the 
variance extracted estimates with the squared cor- 
relations between the latent constructs (Fornell 
and Larker, 1981). Table 3 reveals that the squared 
correlations were all less than the variance extract- 
ed estimates (see Table 2). Taken together, these 
results provided strong support for the discrimi- 
nant validity of the seven scales. 


4.3. Structural model and tests for hypotheses 

Our structural model is analysed by aggregating 
only those items reflecting a common construct 
based on the measurement model analysis. Our 
structural model shows a very good fit to the data 
(x? = 19.05, df =13, p < 0.122; МЕ = 0.925, NNFI 
= 0.943, CFI = 0.973). To test our hypotheses, we 
rely on the standardised parameter estimates for 
our structural model, as shown in Figure 2. 

The results revealed that there was a positive but 
not significant relationship between task excep- 
tions and job-relevant information (standardised 
path coefficient = 0.088, n.s.). Thus, hypothesis 
НКа) is not supported. As expected, the results in- 
dicated that there was a positive and statistically 
significant association between task exceptions 
and budgetary participation (standardised path co- 
efficient = 0.323, p < 0.05). This result supports 
hypothesis H1(b). Consistent with our theoretical 
expectations, the standardised parameter estimates 
between: (1) task analysability and job-relevant in- 
formation (standardised path coefficient = -0.355, 
p < 0.05) and (2) task analysability and budgetary 
participation (standardised path coefficient = 
—0.261, р < 0.05, were both negative and statisti- 
cally significant. Thus, hypotheses H2(a) and 
H2(b) are supported. 

The results presented in Figure 2 revealed that 
there was a positive and statistically significant re- 
lationship between budgetary participation and 
job-relevant information (standardised path coeffi- 
cient = 0.168, p < 0.05), thereby supporting hy- 
pothesis H3. 

Taken together, these results support the major 
premise of information-processing theory which 
proposes that the higher the level of task uncer- 
tainty, the greater the amount of job-relevant in- 
formation that must be processed among 
decision-makers during task execution in order to 
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Table 2 
Results of confirmatory factor analysis 


Construct and 
scale item 


Task exceptions 





ле Gah ка 


Task analysability 


4 ә м 


Budgetary participation 





DR PLN 


Job-relevant information 


ope 


Budget goal level 


USE AT 


Budget goal acceptance 


Qh 


Budget goal commitment 


аА] standardised loadings are significant at p < 0.05. 


Standardised 
loading* 


Variance 
extracted 
estimate 


0.55 


Composite 
reliability 


| 0.85 
0.72 
0.49 
0.66 
0.87 
0.87 


0.80 0.51 
0.56 
0.57 
0.85 


0.83 


0.38 0.56 
0.83 
0.55 
0.59 
0.89 
0.85 


0.69 


0.64 
0.55 
1.00 
0.78 


0.55 
0.85 
0.62 
0.97 
0.69 
0.50 


0.79 0.74 
0.81 
0.98 


0.77 


0.86 


0.86 
0.99 





achieve a given level of performance (Galbraith, 
1973, 1977; see also Romney and Steinbart, 2003). 

In addition, the results indicated that: (1) there 
was a positive and statistically significant relation- 
ship between budgetary participation and budget 
goal level (standardised path coefficient = 0.194, p 
< 0.05), (2) there was a positive and statistically 
significant relationship between budgetary partici- 
pation and budget goal acceptance (standardised 
path coefficient = 0.453, p < 0.05), and (3) there 
was a positive and statistically significant relation- 
ship between budgetary participation and budget 
goal commitment (standardised path coefficient = 





0.153, p « 0.05). Thus, hypotheses H4, H5, and H6 
are supported. 

Support is also found for hypotheses H7, H8 and 
H9, as significant results were found for the rela- 
tionships between: (1) budget goal level and budget 
goal acceptance (standardised path coefficient — 
0.248, p « 0.05), (2) budget goal level and budget 
goal commitment (standardised path coefficient = 
0.145, p < 0.05), and (3) budget goal acceptance and 
budget goal commitment (standardised path coeffi- 
cient = 0.507, p < 0.05). Taken together, these results 
support the major premise of goal-setting theory 
(see Locke et al., 1981; Locke and Latham, 1990). 
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Table 3 
Discriminant validity test 
Correlation Squared correlation 

TE-TA 0.454 0.206 
TE-BP —0.249 0.062 
TE-JRI —0.030 0.001 
TE-BGL 0.186 0.035 
ТЕ-ВСА 0.216 0.047 
ТЕ-ВСС —0.118 0.014 
ТА-ВР 0.058 0.003 
TA-JRI 0.320 0.102 
TA-BGL -0.025 0.001 
TA-BGA 0.161 0.026 
TA-BGC 0.199 0.040 
BP-JRI 0.251 0.063 
BP-BGL 0.194 0.038 
BP-BGA 0.540 0.292 
BP-BGC 0.491 0.241 
JRI-BGL 0.007 0.001 
ЈЕГ ВСА 0.268 0.072 
JRI-BGC 0.317 0.100 
BGL-BGA 0.337 0.114 
BGL-BGC 0.347 0.120 
BGA-BGC 0.678 0.460 


TE = task exceptions; TA = task analysability; BP = budgetary participation; ЛЕТ = job-relevant information; 
BGL = budget goal level; BGA = budget goal acceptance; BGC = budget goal commitment. 


The results presented in Figure 2 showed that 
there was a positive and statistically significant re- 
lationship between job-relevant information and 
budget goal acceptance (standardised path coeffi- 
cient = 0.152, p < 0.05), thereby supporting hy- 
pothesis H10. Support was also found for 
hypothesis H11 which states that there was a posi- 
tive and statistically significant relationship be- 
tween job-relevant information and budget goal 
commitment (standardised path coefficient 
0.142, p < 0.05). Finally, the results indicated that 
there was a positive and statistically significant 
relationship between budget goal commitment 
and job performance (standardised path coefficient 
= 0.358, p < 0.05), thereby supporting hypothesis 
H12. 


5. Conclusions and limitations 

This study attempts to extend prior participative 
budgeting studies by incorporating a causal an- 
tecedent of participative budgeting (i.e., task un- 
certainty) and additional motivational variables 
(i.e., budget goal level, budget goal acceptance and 
budget goal commitment), relying on information- 
processing theory and a goal-setting theoretical 
framework. The results of our study suggest that 
task uncertainty is an important antecedent of 
budgetary participation. Specifically, our results 
concluded that when subordinates are faced with 
tasks which have a high number of exceptions and 





a low level of analysability, their needs for partic- 
ipative budgeting increases. In other words, it is 
suggested that budgetary participation is caused by 
the degree of task exceptions and task analysabili- 
ty. More specifically, our results reveal that subor- 
dinates who face with tasks which have low level 
analysability will require additional job-relevant 
information. It is noteworthy that the results of our 
study are consistent with those of Shields and 
Shields (1998:60), who claimed that the existence 
of participative budgeting for sharing internal in- 
formation is predicted to be associated with task 
uncertainty. Furthermore, the information needs of 
subordinates’ under various degree of task uncer- 
tainty are also consistent with Galbraith (1973:4) 
who argued that ‘...the greater the task uncertain- 
ty, the greater the amount of information that must 
be processed among decision-makers during task 
execution in order to achieve a given level of per- 
formance.’ 

This study contributes to the existing literature 
by relying on information-processing theory and 
goal-setting theory to further our understanding of 
how participative budgeting really works, and the 
process by which it may happen. Specifically, the 
results of this study were consistent with our theo- 
retical expectations. Our study confirmed that 
higher levels of budgetary participation led to in- 
creased job-relevant information under condition 
of high task uncertainty. This result supports the 
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information-processing theory and the cognitive 
role of budgetary participation, which is consistent 
with numerous prior empirical studies (e.g., Kren, 
1992; Magner et al., 1996; Shields and Shields, 
1998). These results provide additional evidence 
to support the proposition that the degree of task 
uncertainty causes increased in information needs 
from subordinates, who in turn, increased their de- 
sire for the opportunity to participate. 

The results of our study also confirmed that par- 
ticipation in setting the budget influences subordi- 
nates’ budget goal level and motivations (1.е., 
budget goal acceptance and budget goal commit- 
ment), which ultimately enhances their job per- 
formance. The results were also consistent with 
our theoretical expectations. Specifically, our re- 
sults confirmed that (1) high level of budgetary 
participation is related to higher budget goal level, 
and (2) high level of budgetary participation is re- 
lated to higher budget goal acceptance and budget 
goal commitment. These results lend further em- 
pirical support to previous accounting studies 
(e.g., Kren and Liao, 1988; Wier, 1993). Taken to- 
gether, these results provide support for the appli- 
cation of goal-setting theory and the motivational 
role of budgetary participation. 

Most importantly, our study reveals that budget- 
ary participation exists for three purposes: (1) cog- 
nitive, (2) planning and goal-setting, and (3) 
motivational, when there is task uncertainty. First, 
our results suggest that budgetary participation ex- 
ists initially for cognitive purpose when there is 
task uncertainty. In other words, the demand for 
budgetary participation is caused by task uncer- 
tainty. The cognitive role of budgetary participa- 
tion provides subordinates the opportunity to 
gather and share job-relevant information with 
their superiors and peers. In doing so, they can 
gain a better understanding of the task at hand. 

Second, our results suggest that the reason for 
the existence of budgetary participation is for plan- 
ning and goal-setting and for motivational purpos- 
es. Specifically, our results suggest that budgetary 
participation allows subordinates the opportunity 





15 Common Method Biases are a problem as they are one of 
main sources of measurement error (Podsakoff et al., 2003). It 
has been argued that measurement error threatens the validity 
of the conclusions about the relationships between measures 
and has both a random and a systematic component (Bagozzi 
and Yi, 1991; Nunnally, 1978). For a critical review of the lit- 
erature and recommended remedies of Common method bias- 
es, see Podsakoff et al. (2003). We conducted the Harman’s 
one-factor test to see the extent to which common method 
variance was a concern. A factor analysis was conducted on all 
items measuring the eight variables. We obtained an eight-fac- 
tor solution using the eigenvalue greater than one criterion. 
Our factor analysis result explained 66.02% of the variance. 
The first factor accounted for only 11.21% of the variance. 
Given that no single factor emerged explaining majority of the 
variance, we conclude that common method variance does not 
seem to be a significant threat to our results obtained. 
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to set difficult but attainable budget goals. The op- 
portunity to participate in planning and budget 
goal-setting resulted in an increase in their feelings 
of ego-involvement, sense of control and trust, 
which in turn, causes more acceptance of, and 
commitment to, their budget goals. It is found that 
highly committed subordinates will exert addition- 
al effort in an attempt to attain their budget goals, 
which ultimately enhances their job performance. 

Several limitations of the study are noted. First, 
this study did not take into account other potential 
antecedents of budgetary participation such as in- 
formation asymmetry (Shields and Young, 1993; 
Shields and Shields, 1998), perceived environ- 
mental uncertainty (Chong and Chong, 1997; 
Shields and Shields, 1998), personality variables 
such as locus of control (Mia, 1987; Chong and 
Eggleton, 2003), and strategy (Chong and Chong, 
1997). In addition, this study did not consider 
other potential intervening variables such as budg- 
et-based incentive scheme (Shields and Young, 
1993), organisational commitment (Nouri and 
Parker, 1998; Chong et al., 2006), and budget goal 
feedback (Locke and Latham, 1990). 

Second, our study has examined only one aspect 
of the cognitive role of budgetary participation, 
namely to communicate job-relevant information. 
While it is possible that subordinates can withhold 
their private information in the budget-setting 
process, thereby creating budgetary slack, our 
study did not attempt to test such effect. Thus, fu- 
ture research may extend our study to investigate 
the impact of budgetary participation on budgetary 
slack within the goal-setting theory framework as 
proposed in our study. Third, the sample for our 
study was selected from the manufacturing indus- 
tries. Therefore, generalisation of the results of our 
study to other industries such as financial services 
industries should be done cautiously. Further re- 
search involving the financial services industries 
would be worthwhile. Fourth, this study used a 
self-rating scale to measure job performance, 
which would lead to the problem associated with 
higher leniency error and lower variability error in 
the score (Prien and Liske, 1962; Thornton, 1968). 
Fifth, the use of Mahoney et als (1963, 1965) per- 
formance scale is potentially a problem as it meas- 
ures overall job (managerial) performance rather 
than budget-related performance. Furthermore, as 
all responses of this study came from the same 
manager to a set of survey items, the potential 
problem of common method biases may exist.'? 

Finally, our path (structural) model implies 
causality. However, the survey method employed 
in our study allows for examination of statistical 
associations at one point in time. The various state- 
ments about the direction of relationships pro- 
posed in this study can only be made in terms of 
the consistency of the results with the effects pro- 
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posed in the theoretical discussions. The use of a 
different research method, such as longitudinal 
field study, would be appropriate to systematically 
investigate the theoretical causal relationships pro- 
posed in our study. 
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Investigating the audit fee structure of local 
authorities in England and Wales 


Gary Giroux and Rowan Jones* 


Abstract—The purpose of this paper is to model and test the audit fee structure of local authorities in England and 
Wales, with particular interest in fees charged by the Big 4 and other private sector auditors. The Audit 
Commission, a national public body under Parliament, regulates local government audits in England and Wales. 
The Audit Commission sets audit standards, appoints the auditors, and establishes a formula to determine standard 
audit fees. Constrained by the standard audit fees, each local authority and its auditor negotiate the actual audit fees. 
The majority of audits are conducted by district auditors (public sector employees under the Audit Commission), 
although about 25% of local authorities are audited by one of six private auditors (including three of the Big 4). 
Regression results for financial year 2000/01 have high explanatory power and work well to explain fee differences. 
Model relationships are somewhat different from US counterparts (which is the context of most of the audit eco- 
nomics literature) and type of authority partially explains fee differences. OLS regression results indicate a Big 4 
discount for local authority audits. Because of expected self-selection bias, the Heckman procedure is used to 
analyse the differences between private sector and public sector auditors, which indicates no selection bias for Big 
4 firms, although bias is present for private firms as a whole and district auditors in some models. When fees are 
size-adjusted, results continue to show a Big 4 discount. The Big 4 discóünt was robust to other follow-up tests. 


Key words: Audit fees; local government 


1. Introduction 
The objective of this paper is, for the first time, to 
model and test the audit fee structure of local au- 
thorities in England and Wales, a setting in which 
dependence on central government may become 
less marked and governance more important, as 
one part of the greater accountability of public sec- 
tor organisations in the 21st century. The Audit 
Commission, which is a national body under 
Parliament and the regulator of local authority au- 
dits in England and Wales? sets audit standards 
for all local authorities and appoints the auditors 
for all local authorities. Most audits are conducted 
by district auditors (DAs), who are in-house audit 
providers of the Audit commission, operationally 
independent of the commission and, in particular, 
of the commission's regulatory functions. 

The Audit Commission has the choice of auditor 
for all authorities and can use private sector audi- 
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tors. For the financial year 2000/01, the private 
audit firms included three of the Big 4 and three 
smaller firms that have a specialty in local author- 
ities. The local authority negotiates the audit fee, 
based in part on a standard fee schedule set by the 
commission.^ 

Because of the involvement of the Audit 
Commission in auditor choice, self-selection bias 
becomes an issue. Self-selection is an agent be- 
haviour problem. The usual interpretation in audit- 
ing is that clients determine whether or not to use 


! Northern Ireland has had a distinct form of local govern- 
ment and is not addressed in this paper. Local government in 
Scotland has similar features to local government in England 
and Wales, but there is a specific body for Scotland that regu- 
lates local government audits, which is also not addressed in 
this paper. Thus, our focus is with the local authorities in 
England and Wales, whose audits were regulated by one body, 
the Audit Commission. 

2 The Audit Commission for Local Authorities and the 
National Health Service in England and Wales, while it was 
created by law and is answerable to Parliament, is not part of 
central government. Central government does appoint the 
members of the Commission but the officers of the commis- 
sion are not civil servants. The technical term in the UK for 
bodies such as this is ‘non-departmental public body’, mean- 
ing that while the government and Parliament have important 
roles to play in such bodies, the bodies are not part of any cen- 
tral government department. The Audit Commission does not 
allow charging for non-audit fees. 

3 There were four public audit agencies in the UK at the 
time the empirical work in this paper was carried out. In addi- 
tion to the Audit Commission, these were the National Audit 
Office, the Northern Ireland Audit Office, and Audit Scotland 
and the Accounts Commission for Scotland. The National 
Audit Office is responsible for central government audits. The 
remaining agencies are regional regulators of local authorities. 

4 The standard fee is explained in Section 2. 
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а Big 4 auditor. Because clients self-select the au- 
ditor, client observations are not randomly allocat- 
ed across auditor categories. The commission 
selects the auditor on some non-random basis (e.g. 
geographic reasons). In addition, private audit 
firms may select out of the job. Thus, self-selec- 
tion still exists and the result is a non-random as- 
signment of auditors. 

А Heckman two-stage procedure is used to try to 
control for the consequences of self-selection. 
Following the model introduced by Chaney et al. 
(2004) for commercial audits, this paper represents 
the first use of the Heckman approach for govern- 
mental audit fee models. A separate selection 
equation (first stage) is used to construct a selec- 
tion-bias control factor, Lambda, designed to re- 
flect all unmeasured characteristics related to 
auditor choice. In the second stage, Lambda is 
added as an additional independent variable in the 
fee model. A significant Lambda indicates a self- 
selection bias, which can be further analysed. 

The standard audit fee is set by the Audit 
Commission, based on the type of local authority. 
However, the actual financial audit fee, the amount 
paid directly for the financial audit, is negotiated 
between the auditor and the local authority. The 
total audit fee, which includes the fees for all other 
audit-related charges, is expected to be within 3096 
of the standard audit fee (Audit Commission, 
2000). The commission recognises that fees may 
be outside this range under some circumstances, 
but seeks explanations when this occurs. 

Although the economic relationships for audits 
of UK local authorities have not previously been 
tested, the audit economics literature associated 
with US local governments is extensive. However, 
the regulatory environments associated with UK 
local authority audits differ from the US context, 
most markedly in that US cities and counties bave 
considerable autonomy in operations and the audit 
process. Consequently, audit relationships may be 
substantially different and our understanding of 
important regulatory and efficiency relationships 
may be incomplete. In the UK, we have now seen 
research (for example, Clatworthy et al., 2002; 
Basioudis and Ellwood, 2005) on that other area of 
the Audit Commission's ambit, namely the 
National Health Service (NHS), but local authori- 
ties are fundamentally different bodies from those 
in the NHS because of the central role played by 
directly-elected local politicians in local govern- 
ment. 

This paper focuses on: (1) actual financial audit 
fees and total audit fees charged for financial year 


5 A fuller explanation is given in Section 2. 

6 See, for example, Baber et al. (1987), Rubin (1988), 
Copley et al. (1994), Ward et al. (1994), Copley et al. (1995), 
Deis and Giroux (1996), Elder et al. (1999), and McLelland 
and Giroux (2000). 
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2000/01, (2) the relative fee premium (or discount) 
by comparing the total audit fee divided by the 
standard audit fee, and (3) evaluating actual finan- 
cial audit fees, total audit fees and fee premium (or 
discount) by auditor type. Actual financial audit 
fees are analysed because they are closely related 
to US audit fees. The total audit fees are examined 
since they are used by the Audit Commission to 
evaluate actual financial audit fees to standard 
fees. The fee premium (or discount) is the differ- 
ence from the regulatory benchmark and functions 
as a separate test of relative fees. If local authority 
audits in England and Wales followed the results 
found in US studies, Big 4 firms would charge a 
higher premium than either district auditors or 
smaller private firms. However, univariate and 
multivariate results show a nei fee discount for Big 
4 firms. 

This paper contributes to the literature in three 
ways. (1) A model of audit fees in local authorities 
in England and Wales is introduced. While this 
model is of interest in its own right, it has added 
interest given that the context of much of the audit 
economics literature (based in the US) is different, 
as is the context of the parallel work in the UK on 
the NHS. The environment associated with the 
Audit Commission is described in detail. (2) We 
focus on Big 4 audit fees, because a fee discount is 
found relative to district auditors. The fee discount 
holds up in most robustness checks and Big 4 pre- 
miums are not found in any of our models. (3) Two 
particular self-selection issues are examined aris- 
ing from the facts that the Audit Commission se- 
lects the auditor and that, while district auditors 
must conduct audits to which they are assigned by 
the commission, the private sector auditors need 
not do so. 

The remainder of the paper is divided into the 
following sections. The next section describes the 
audit process associated with local authorities in 
England and Wales, emphasising how the audit fee 
is determined. Section 3 reviews model develop- 
ment, specifically how to explain the audit fee 
structure. Section 4 describes the sample of local 
authorities in England and Wales used for empiri- 
cal analysis and describes the statistical methods 
used. Section 5 reviews the empirical results. 
Section 6 includes sensitivity checks. The last sec- 
tion concludes the paper. 


2. Local authorities and audit fees 

The Audit Commission database has 409 multi- 
function local authorities in England and Wales (at 
1 April 2000), each of which is the responsibility 
of locally elected politicians. The law requires an 
external auditor to be appointed for each local au- 
thority and determines the auditor's responsibili- 
ties and powers (Audit Commission Act 1998, Local 
Government Act 1999). The Audit Commission 
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was created by law in 1983 and its members are 
appointed by central government (Giroux et al., 
2002:12—14). The commission has the statutory 
role to regulate local authority audits, a role that 
explicitly includes setting the standards to which 
the auditors are required to work and monitoring 
and evaluating the auditors’ work against those 
standards. These requirements include compliance 
with professional auditing standards. 

In addition to this regulatory role, the commis- 
sion appoints the external auditor to each of the 
409 local authorities. There are two pools of exter- 
nal auditors from which the Audit Commission 
chooses. The first pool comprises in-house audi- 
tors, who are known as district auditors, and are 
public officials. The second pool comprises private 
sector auditors including, but not restricted to, the 
Big 4 firms. Traditionally, about 70% of the audi- 
tors appointed are district auditors, the balance 
being private sector auditors. For the financial year 
2000/01, district auditors conducted 303 audits 
(74.1%), while the private sector audited 106 
(25.9%) local authorities. 

For the financial year 2000/01, the Audit 
Commission introduced a uniform method for set- 
ting audit fees for all local authorities.’ This 
method requires that the outputs of each audit are 
set by the commission and agreed with each audi- 
tor. The actual audit fee is determined by each au- 
thority and each authority’s auditor but is 
circumscribed by a standard fee determined by the 
commission. The standard fee represents the judg- 
ment of the commission of the expected audit 
costs, based on authority type and relative spend- 
ing levels, adjusted for cost-of-living differences. 
The new approach was designed ‘to encourage au- 
ditor innovation and efficiency improvements’ 
(Audit Commission, 2000:2). 

Auditors conduct their work in accordance with 
the requirements of the Code of Audit Practice, 
published by the Audit Commission and approved 
by Parliament. Auditors must also take account of 
any supplementary guidance or instructions issued 
by the commission. 

The commission requires the following outputs 





7 The new system had gradually been used for some author- 
ities since 1995/96 but was only applied to all in 2000/01. 
Under the former system, the audit fee was determined by the 
commission in setting hourly rates, differentiated according to 
the type of local authority being audited. Total audit fees paid 
were, therefore, the product of actual audit hours and the rele- 
vant hourly rates. 

8 *Value for Money' is the comprehensive term to refer both 
to economy and efficiency audits and to effectiveness audits. 
Auditors have a duty to do such work for their clients (known 
as ‘local value for money studies’). The Audit Commission 
also has the duty to carry out such work, not for each local au- 
thority taken separately, but for local governments as a whole 
(known as ‘national value for money studies’); auditors also 
contribute to these national value for money studies. 
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from each financial audit: 


* À certificate that the audit of the accounts has 
been completed in accordance with statutory re- 
quirements; 

* An opinion on the financial statements (and 
other opinions, as required); 

* A statutory report on the audit of what is known 
as a ‘best value performance plan’ (when appro- 
priate); 

* А report dealing with matters that the auditor 
considers to be in the public interest (which is 
required by law in exceptional cases); 

* Oral and/or written reports or memoranda to of- 
ficers of the local authority and, when appropri- 
ate, politicians of the local authority on the 
results of, or matters arising from, specific as- 
pects of auditors’ work (when appropriate); 

* An annual audit letter addressed to the audited 
body. 


Auditors perform other audit-related procedures 
for additional fees, including value for money 
work, grant claims from central government and 
various statutory reports. The most common audit- 
related work includes: 


* Programmed reviews of the financial aspects 
of the audited body's corporate governance 
arrangements; 

* Programmed reviews of aspects of performance 
management, including the audited body's 
arrangements to secure economy, efficiency 
and effectiveness in its use of resources, which 
may include national ‘value for money’ studies, 
follow-up work and local ‘value for money’ 
studies;? 

* The arrangements for collecting, recording and 
publishing performance indicators (when appli- 
cable); 

* The audit of *best value' performance plans. 


All financial years are 1 April to 31 March, and 
the standard fee is set for work to be done in the 
period from 1 November within the financial year 
being audited to 31 October in the following year. 
Because some of this work relates to periods other 
than the financial year, these other periods are also 
detailed. In setting this scale, the commission ex- 
plicitly justifies the effects on audit fees paid by 
local authorities, fees received by the commis- 
sion’s own staff, fees received by private sector au- 
ditors, and the commission's own finances, 
typically in terms of percentage changes from pre- 
vious years and comparisons with percentage 
changes in associated professional services. 

The standard fee is a function of total annual 
gross expenditure of each local authority (but in- 
cludes turnover on the fund that deals with public 
housing and on the pension fund, when applica- 
ble). It is derived from the local authority's con- 
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solidated income and expenditure account for the 
financial year being audited (Audit Commission, 
2000). The standard fee function (STANDARD 
FEE) is: 


STANDARD FEE = 

[(total annual gross expenditure * x%) + £y] 
Type of local authority х% £y 
London boroughs 0.0350 110,000 
Metropolitan councils — 

outside London 0.0320 95,000 
County councils 0.0175 95,000 
Unitary authorities 0.0410 95.000 
District councils 0.0875 35,000 


To take a specific example, the city of 
Birmingham, which is the biggest authority in our 
sample, had total annual gross expenditures of 
£1,786.1m for 2000/01. Birmingham is a metro- 
politan council; therefore, the calculation of 
STANDARD FEE is: [(£1,786.1m x 0.00032) 
+ £95,000] = £666,552. TOTAL FEE for 
Birmingham was £632,000 (BASE FEE of 
£573,000 + £59,000 in audit-related fees), or 
£34,552 below the standard fee. Birmingham was 
audited by a district auditor. Each local authority is 
expected to set its audit fee within +/— 30% of the 
relevant STANDARD FEE. In other words, the 
total audit fees charged to the local authority 
can vary from 70% to 130% of STANDARD FEE 
(with adjustments for specified areas). Auditors 
can charge an additional 6.596 of total fees in 
*specified areas' based on higher perceived costs. 
These specified areas are in the south-east of 
England, where the cost of living is higher? 


3. Model development 

The purpose of this paper is to evaluate the finan- 
cial audit fees (BASE FEE) of local authorities in 
England and Wales, TOTAL FEE, and the relative 
fee premium or discount (FEE PREM), measured 
as TOTAL FEE / STANDARD ЕЕЕ. TOTAL FEE 
includes all audit-related fees charged by the audi- 
tor. BASE FEE is associated with the six required 
financial audit outputs previously listed. TOTAL 
FEE includes the six required outputs plus addi- 
tional sanctioned procedures such as 'value for 
money' (also previously listed). If TOTAL FEE is 
equal to the standard fee, FEE PREM=1. If the 
local authority pays a premium over the standard 
fee, FEE PREM>1; FEE РВЕМ<! if the local au- 


9 The ‘specified areas’, for which there is the 6.5% 
premium, are local authorities within the counties of Kent, 
Surrey, Sussex, Hampshire, Isle of Wight, Berkshire, 
Oxfordshire, Buckinghamshire, Bedfordshire, Hertfordshire, 
Cambridgeshire and Essex. 

10 This insight is provided by staff members of the Audit 
Commission. 
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thority negotiated an actual fee lower than the 
standard fee. FEE PREM should be within 30% of 
the standard fee. The Audit Commission investi- 
gates exceptions, which often can be justified by 
the particular local authority but which also can in- 
fluence the local authority in setting future audit 
fees. 

Both univariate and multivariate tests will be used 
to analyse FEE, TOTAL FEE, and FEE PREM. 
BASE FEE and TOTAL FEE are logged for corre- 
lation and multivariate analysis, due to skewness. 

These three measures of audit fees are used be- 
cause of the different perspective of the England 
and Wales local governmental audit market from 
that in the US. BASE FEE seems roughly consis- 
tent with audit fee calculations of US studies. 
However, the TOTAL FEE construct is relatively 
more important according to the Audit Commission. 
This measure captured all audit-related charges 
and this is the measure the commission uses to 
compare to standard fees. 


3.1. Fee model constructs 

Six constructs are used to capture audit fee char- 
acteristics: (1) auditor type, (2) auditor expertise, 
(3) client size, (4) measures of client complexity, 
including demographic characteristics, (5) audit 
risk factors and (6) local authority type. These are 
discussed below, along with the empirical surro- 
gates used for analysis. The model is summarised 
in Table 1. 

Of particular interest is the auditor category: dis- 
trict auditor (DA), one of the Big 4 accounting 
firms (BIG 4), or a non-Big 4 private firm with a 
local governmental specialty (SMALL). Dummy 
variables are used to identify BIG 4 and SMALL. 
The remaining variables serve as control measures. 

In many US audit fee studies of commercial 
clients, a premium for a Big 4 auditor was found, 
usually associated with the reputation effect (e.g. 
Copley et al., 1995). As summarised by Ireland 
and Lennox (2002), Big N (Big 8 down to Big 4, 
depending on the time of the studies) fee premi- 
ums were found in Australia, New Zealand, UK, 
Hong Kong, Singapore and India. However, no fee 
premiums were found in Malaysia, Norway, the 
Netherlands and South Africa. 

Limited literature also suggests that private sec- 
tor auditors (Big 4 and smaller firms) charge high- 
er fees for local governmental audits (e.g. Rubin 
1992). However, in the England and Wales local 
government context, it has been suggested that 
there is a district auditor premium. This reflects the 
fact that DA is motivated by gross turnover, 
whereas the firms are motivated by profit. That is, 
DAs are likely to perform more audited-related 
procedures than BIG 4 or SMALL. So an audited 
body that has a DA as its auditor pays a marginal- 
ly higher fee but gets more work for 1.0 Basioudis 
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Table 1 

The audit fee model 

Construct / Empirical surrogate BASE FEE TOTAL FEE FEE PREM 
Auditor type* 

Small private firm (SMALL) ? ? ? 

Big 4 (BIG 4) 9 9 9 
Auditor expertise 

Number of local authority clients (CLIENTS) ? ? ? 
Client size 

Log of population (LPOP) + + + 
Demographic characteristics 

Log of population density (LPOPDEN) + + + 

Log of average income (LAVGINC) ? ? ? 
Audit/credit risk 

Financial viability (FV) - — — 
Surplus/deficit (SURDEF) - - - 

Debt per 1,000 population (DEBT) * + + 
Authority type 

County council ? ? ? 
District council y ? ? 
Unitary authority ? ? ? 
London borough ? ? ? 
*Note: There are three audit types: district auditor (DA), one of the Big 4 accounting firms (BIG 4), ог а non- 
Big 4 private firm with a local governmental specialty (SMALL). Dummy variables are used to identify BIG 
4 and SMALL (relative to DA). 





Ll án lieu. 





and Ellwood (2005) tested the audit fee structure 
of 369 NHS trusts. They predicted a fee premium 
for Big 4 firms. Regression models indicated sig- 
nificant Big 4 fee premiums; however, when indi- 
vidual firms were tested only one firm recorded a 
significant premium. No Big 4 premium existed 
when total fees (including non-audit fees) was the 
dependent variable. Clatworthy et al. (2002) also 
tested audit fees for National Health Service trusts. 
Neither Big 6 nor mid-tier private firms were sig- 
nificant. Consequently, there is evidence from a 
similar audit market to conclude that a Big 4 pre- 
mium is not likely. 

Following Mayhew and Wilkins (2003), the 
number of authority clients (CLIENTS) is used as 
a measure of industry market share. Deis and 
Giroux (1996) use the number of local govern- 
mental clients as a measure of reputation. Mayhew 
and Wilkins (2003) view auditor specialisation as 
measured by market share as a differentiation 
strategy, providing economies of scale and indus- 
try-specific expertise. Higher audit quality, higher 
client satisfaction and lower audit costs are ex- 
pected with this differentiation strategy. Mayhew 
and Wilkins (2003) found a fee premium when 
specific auditors dominate market share, but a rel- 
ative fee discount for audit industry specialisation 
but not domination. The auditor can (1) pass on the 


lower costs due to economies of scale through 
lower pricing or (2) retain the cost savings and 
charge a premium price. Therefore, no sign is pre- 
dicted. 

Client size should be associated with audit com- 
plexity. Population is used to capture relative size. 
The log of population (LPOP) is used in the multi- 
variate analysis to control for skewness. Following 
Bamber et al. (1993) and McLelland and Giroux 
(2000), a positive sign is expected. 

Two demographic measures of client complexi- 
ty are population density and average income. 
Population density (POPDEN) is used to capture 
relative *urbanness' and financial complexity. The 
Gonzales and Mehay (1985) model used popula- 
tion density to control for economies of density, as 
public spending may relate to land area rather than 
population size (Giroux and Shields, 1993). Most 
of the major urban areas have only one local au- 
thority; most of the rural areas have two (a county 
council plus one other geographically smaller 
local authority) so that the public services provid- 
ed are divided between the two. Therefore, most 
local authorities in major urban areas provide more 
services than local authorities do in rural areas. 
Also, certain public services are associated with 
urban areas, such as transport. A positive coeffi- 
cient is predicted. Average income (AVGINC) cap- 
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tures the relative wealth of a local authority. 
Income levels are usually associated with greater 
financial health in US studies (e.g. Deis and 
Giroux, 1996). However, only limited revenues are 
generated from the local property tax base for au- 
thorities in England and Wales. Most revenues 
come from central government and these public 
monies tend to be ‘dependence-based’, that is, rel- 
atively more funding is given to poorer authorities. 
No sign is predicted for AVGINC. The logs of pop- 
ulation density (LPOPDEN) and average income 
(LAVGINC) are used for multivariate analysis to 
control for skewness. 

The audit firms may focus on audit and credit 
risk to determine fees, a possible factor for audit 
pricing differences. However, risk measures may 
differ from US counterparts because of institution- 
al and other differences. Two variables are used as 
potential empirical surrogates for audit risk in this 
environment: financial viability (FV) (Giroux and 
McLelland, 2003) and surplus/deficit (SURDEF) 
(McLelland and Giroux, 2000). Debt per capita 
(DEBT) is used to proxy for credit risk (Baber et 
al., 1987; Ward et al., 1994; Copley et al., 1995). 

Financial viability is defined as general fund bal- 
ance / net revenue expenditures and is used as an 
indicator of relative equity. A low measure can sig- 
nal fiscal stress, increasing audit risk. A negative 
sign is expected. On average, authorities have a net 
equity position (FV) of 0.3% of net revenue ex- 
penditures (CIPFA, 2001). Surplus/deficit (SUR- 
DEP) is the general fund surplus or deficit, stated 
in pounds (£). Running a deficit should indicate in- 
creasing financial risk. However, only 91 authori- 
ties (22.296) had a surplus in 2001 (CIPFA, 2001). 
А negative sign is predicted; however, since au- 
thorities can budget for a deficit only if a positive 
fund balance exists to cover the deficit, this vari- 
able may be less important than FV. 

Debt levels are measured as the total borrowing 
of the authorities including bank overdrafts. DEBT 
is scaled by population per thousand. The most 
common debt variable measured in US studies is 
municipal debt. Since the interest is ‘tax-free’ to 
lenders, the interest rates are lower to municipal 
borrowers and debt levels tend to be relatively 
large. There is no ‘tax benefit’ to local authorities 
in England and Wales. Most debt comes from bank 
lending and borrowing from the Public Works 
Loan Board, a central government agency. Despite 
the institutional differences, the interpretation is 
the same. Higher debt levels are associated with 
greater credit risk and a positive sign is expected. 

Local authorities are multi-function entities ad- 
ministered by politicians elected locally, with lim- 
ited power to tax and borrow. There are five 
categories of authorities in this analysis: county 
councils, district councils, London boroughs, 
unitary authorities, and metropolitan councils. 
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Because each category has unique characteristics, 
dummy variables are used to capture locally-spe- 
cific information. In 1974 there was a major reor- 
ganisation of local authorities and piecemeal 
changes since then. 

London boroughs and metropolitan councils are 
located in major urban areas, each providing all 
the major services associated with local authorities 
in England and Wales. Each unitary authority also 
provides all major services. While every unitary 
authority may not necessarily be in a major urban 
area, each will have a significant town at its heart. 
London boroughs, metropolitan councils and uni- 
tary authorities tend to have larger populations and 
higher population densities. 

County councils and district councils conduct 
the major local authority services for a given geo- 
graphical area. Within any given county area, there 
will be one county council and many contiguous 
district councils. The county council will typically 
provide services such as education for the whole 
area (and therefore across the jurisdictions of 
many district councils), while services such as re- 
fuse collection are provided separately by each 
district council. County councils are often rural 
and usually have low population densities; district 
councils usually have smaller populations, but 
population densities can vary. 


3.2. Robustness checks 

Self-selection bias is a major concern associated 
with audit fee models, especially when Big 4 audi- 
tors are present. Selection bias ‘refers to the bias in 
the estimates obtained by following the usual pro- 
cedures of estimation that ignore the non-random- 
ness of the samples' (Maddala, 1991: 797). A Big 
4 audit fee premium is a typical empirical finding 
and associated with a brand name auditor provid- 
ing a higher quality audit (DeAngelo, 1981; 
Copley et al. 1995). Each client determines 
whether or not to use a Big 4 auditor, resulting in 
a self-selection problem. As stated by Chaney et al. 
(2004: 53): '[I]t is probable that firms self-select 
into Big 5 and non-Big 5 auditees based on firm 
characteristics, private information, and other un- 
observable characteristics.” OLS models not cor- 
recting for self-selection produce biased and 
inconsistent coefficients. The error term in the 
OLS model will be systematically associated with 
type of auditor. The Heckman procedure is used to 
correct for self-selection. 

James Heckman introduced his correction for 
self-selection bias in the 1970s to deal with indi- 
vidual decisions about labour-force participation 
and hours worked (e.g. Heckman, 1979 or 
Heckman and Smith, 1995). It has been used in ac- 
counting and recently in the audit fee literature to 
control for selection of Big N firms. Ireland and 
Lennox (2002) tested UK audit fees, using 
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Heckman to compare Big 5 to поп-В1 5 firms. А 
selection bias was discovered based on a signifi- 
cant inverse Mills ratio (Lambda), which translated 
into a Big 5 audit fee premium of 53.4% (com- 
pared to 19.2% without measuring selection bias). 

Copley and Douthett (2002) used Heckman’s si- 
multaneous equation two-step estimation to 
analyse auditor choice (including audit fees) asso- 
ciated with US initial public offerings. Client firms 
initiating IPOs were more likely to select a Big N 
auditor if they had higher risk characteristics. 
Chaney et al. (2004) found a Big 5 audit premium 
on a sample of UK private firms. They found both 
intercept and slope coefficients significant, indi- 
cating that Big 5 firms have different fee structures 
than non-Big 5 firms. McMeeking et al. (2006) 
looked at why Big N firms earned a fee premium 
for big UK firms, over a long time period 
(1985-2002). They used Heckman’s as part of 
their sensitivity analysis, which indicated that larg- 
er firms with more overseas subsidiaries or more 
non-audit services were more likely to hire Big N 
firms. Lambda was significant only for large client 
firms. Omer et al. (2006) considered auditor-pro- 
vided tax services for 2002—2003, using an abnor- 
mal audit fee more to determine unexpected audit 
fees. Disclosure of tax fees was voluntary and 
Heckman’s was used to control for the voluntary 
nature of tax fee disclosure (1.е., disclosure of tax 
fee was self-selected in this time period). The ex- 
tant literature using Heckman’s indicates a Big N 
fee premium larger than expected based on OLS 
regression. However, our analysis focuses on a 
unique environment and a different self-selection 
bias. 

The auditor selection process for UK local au- 
thorities is different relative to the extant US liter- 
ature, with the Audit Commission making the final 
auditor choices. Self-selection is still an econo- 
metric problem but is based on unobserved char- 
acteristics of the Audit Commission and potential 
auditors. A key point is that the private auditors 
can decline audits, while district auditors cannot. 
An objective of the Audit Commission is to have 
three potential auditors for each authority; i.e., the 
regional district auditor's office and two private 
firms (Audit Commission, undated). Consequently, 
the selection incentives differ from other environ- 
ments. 

Since the Audit Commission assigns the auditor, 
there are two possible biases. Whether the com- 
mission picks a DA presumably depends on vari- 
ous factors, but it may select Big 4 and other 
private auditors on a non-random basis, such as for 


И This sample of 409 authorities includes the Corporation 
of London, which is a business district officially listed with a 
population of a few thousand. This observation was dropped 
from the empirical analysis. 
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geographic reasons. This is the first potential bias. 
The private audit firms may select out of the audit 
job, also resulting in a non-random assignment of 
auditors. 

It is not clear that a fee premium or discount is 
expected for Big 4 auditors of local authorities. 
However, certain Big 4 characteristics are expect- 
ed. Big 4 firms base their product differentiation 
strategies on personnel training, key technological 
advantages, and other efficiency-related character- 
istics (Mayhew and Wilkins, 2003). Following 
Chaney et al. (2004), it is hypothesised that Big 4 
firms have higher fixed costs related to technology 
and other efficiencies, but potentially lower vari- 
able costs. Chaney et al. (2004) expect that this 
should result in a larger intercept for Big 4 firms, 
while the slope coefficient should be smaller. 

Client size is the primary driver for audit fees. 
Consequently, a size variable is included as an in- 
dependent variable to control for size; we use local 
authority population in this case. Despite this vari- 
able, size may still be a biasing factor in the model. 
For example, in most audit fee studies Big 4 audi- 
tors are associated with larger clients. That is true 
in this case. The average authority size for BIG 4 
is 251,245, compared to 180,954 for district audi- 
tors and 136,544 for small firms. 

Because of the systematic differences in size, the 
error term will be directly related to size of the 
clients, which violates the OLS assumption of ho- 
moskedasticity. To correct for this violation, an- 
other set of regressions was run with fees scaled by 
population, which provides more reliable t-statis- 
tics. The remaining independent variables are the 
same. An alternative test uses rank transformations 
for fees and population. 


4. Sample and method 

The sample is based on the data files of the Audit 
Commission, which includes 409 multi-function 
local authorities.! Information on audit fees and 
related data comes from the commission files. 
Financial information on the local authorities 
comes from the Chartered Institute of Public 
Finance and Accountancy (CIPFA, 2001). Income 
data is taken from Inland Revenue Statistics 
(Reade, 2000). 

The initial testing of the audit fee models uses 
OLS regression. The dependent variables are (1) 
FEE, (2) TOTAL FEE and (3) FEE PREM. The 
major independent variables are dummy variables 
for SMALL and BIG 4, to discern if these are sig- 
nificantly different from fees charged by the dis- 
trict auditors. Diagnostic tests include tests for 
normality of residuals, extreme values, multicolin- 
earity and homoskedasticity. Extreme values were 
detected in various models and deleted from the 
sample for multivariable analysis. Extensive 
heteroskedasticity was discovered and White's 
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correction was used to restate t-values in the re- 
gression models. 

To correct for self-selection bias, the Heckman 
(1979) two-stage procedure is used for the TOTAL 
FEE model. In the first stage, a probit model is 
used as an auditor choice model, using the dummy 
variable BIG 4.12 The independent variables proxy 
for client attributes associated with the selection 
process. The variables are: LPOP, LPOPDEN, 
LAVGINC, county council, district council, uni- 
tary authority, London borough, and CLIENTS. 
First stage results are presented in Table 6. The 
predicted values from the probit models are trans- 
formed into the inverse Mills Ratios (Lambdas), 
probability functions of the selection decision. 
Lambda is the self-selection variable used in stage 
two. 

The second stage is OLS regression, split by 
BIG 4/district auditor (and private/district auditor), 
with and without Lambda. With the exception of 
Lambda, the model is the same as described above. 
The coefficients for the Lambdas are the estimates 
from the residuals of the auditor choice models. 
(See Chaney et al., 2004: 54-58 for a more de- 
tailed discussion of the Heckman two-stage proce- 
dure.) Second stage results are summarised for the 
BIG 4 model using TOTAL FEE. 

OLS results were rerun where the dependent 
variables were (1) log of FEE per 1,000 population 
and (2) log of TOTAL FEE per 1,000 population. 
Interestingly, there were no diagnostic problems 
with these models. 


5. Results 


5.1. Univariate analysis 

Table 2 summarises means and distribution char- 
acteristics (standard deviation, minimum and max- 
imum) of the variables of interest. Base audit fee 
averaged £118,000, or £759 per 1,000 population. 
The total fee (which included non-recurring 
charges for statutory reports, fees for best value 
plans, and audits of grant claims from the central 
government) was £146,232 or about 2496 above 
the base audit fee. The average standard fee set by 
the Audit Commission was £126,794, 17.8% 
below the total fee, on average. The relative dis- 
counted or premium fee ranged from 71.9% to 
253.596 (with 100% meaning total fee was identi- 
cal to the standard fee). 

Fifty-one authorities (12.5%) charged fees less 





12 Two models are run. The first comparison is Big 4 to dis- 
trict auditors and the second, private to district auditors. In the 
first model, SMALL firms are deleted. However, an important 
consideration is the distinction of district auditors to all private 
firms. Consequently, this second approach also is used. 
Heckman also was run for the BASE FEE and FEE PREM 
models. However, no independent variables were significant 
including Lambda in the FEE PREM model. Only the TOTAL 
FEE using BIG 4 is tabulated. 
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than standard, although all were above the 7096 
expected minimum. The remaining 357 authorities 
(87.5%) charged a premium, with 89 (21.8%) 
above the 13096 expected maximum. Fourteen of 
these extreme premium firms had fees above 
150%; that is, over 50% above the standard fees. 
The commission investigates the authorities pay- 
ing more than the 30% premium. The most com- 
mon explanations for higher fees were (1) high 
audit risk and/or (2) the statistical calculations on 
which the standard fees were based were inappro- 
priate. In most cases, the commission was satisfied 
with the explanation. For example, Watford 
District Council had the highest fee premium at 
153.596 above the standard fee. The explanation 
was that this was a high-risk audit and a disclaimer 
audit opinion issued, which was accepted by the 
Audit Commission. Also, 25.1% of Watford's total 
fees was for other audit services, above the 19.2% 
average for the sample. Watford was one of the ex- 
treme values deleted from the regression analysis. 

Population averaged 192,000, with a substantial 
range of 25,000 to 3.3 million. Mean population 
density was 12.6 persons per hectare, again with a 
substantial range (0.2-137.1). Because of the 
skewness of these two variables, they were logged 
for the multivariate analysis. 

Financial viability (FV) measures the relative 
equity position to spending (fund balance to total 
expenditures). A higher FV suggests lower audit 
risk. On average, FV was slightly positive (0.3%), 
but ranged from a negative 12.9% to 4.5%. The av- 
erage authority has a small deficit of £1,223, but 
with a substantial range of £26,466 deficit to £7,203 
surplus. Deficits were found in 287 (70.2%). This 
is a potential indicator of audit risk for the majori- 
ty of authorities. 

Panel B of Table 2 describes fee data by auditor 
category. Big 4 audits were more expensive on av- 
erage at £132,306, almost 15% above the average 
district duditor fee. However, the average fee per 
1,000 was the lowest for the Big 4 at £690 per 
1,000 population. Both standard fees and total fees 
had the same relationships by auditor type. The av- 
erage fee premium was the lowest for BIG 4 audits 
at 112.6% (that is, the Big 4 audit premium was 
12.696 above standard fees on average). The aver- 
age fee premium for DA was 119.1% (19.1% 
above standard). A t-test was run (Satterthwaite 
method for unequal variances) comparing РА with 
private sector auditors. District audit fees were sig- 
nificantly higher only for fee per thousand and fee 
premium. 

Local authorities are analysed in Table 3, cross- 
classified by auditor category in Panel À and by 
means for the continuous independent variables in 
Panel B. The majority of the local authorities are 
district councils (58.3%), but these also have the 
smallest populations, averaging less than 100,000. 
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| Table 2 
Descriptive analysis 
Panel A: Continuous variables used for analysis 
Variable* Mean Standard deviation Minimum Maximum 
Base audit fee £118,003 £90,383 £30,000 £623,714 
Fee per thousand £758.6 £410.1 £872 £3403.0 
Total fee £146,232 £98,141 £45,000 £679 927 
Standard fee £126,794 £85,585 £42,359 £666,524 
Fee premium 117.895 .183 71.9% 253.5% 
Population 192,015 246,618 25,000 3,332,800 
Population density 12.58 19.05 020 137.10 
Average income £20,320 £5,767 £12,900 £86,500 
Number of clients 58.6 24.1 4 85 
Financial viability 0.3% 0.005 -0.129 0.045 
Surplus/deficit £(1,223) £3,121 £(26,466) £7,203 
Debt per thousand #1287 £140.8 0 £982.7 
Panel B: Audit Fees by auditor category 
Variable District auditor Small private auditor Big 4 auditor T-value 
Base fee £116,238 £93,563 £132,306 -0.71 
Fee per thousand 778 746 690 1.67** 
Total fee £145,833 £110,554 £159,435 -0.20 
Standard fee £124,500 £97,232 £144,824 —0.98 
Fee premium 119.196 120.1% 112.6% 236** 





* Actual audit fee, fee рег 1,000 population, total fee, standard fee, and average income are stated in £, popu- 
lation density is persons per hectare, number of clients is number of authority audit clients by auditor, finan- 
cial viability is the ratio of general fund balance to total expenditures, surplus/deficit is general fund revenues 
minus expenditures stated in £, and debt per capita is total debt per 1,000 population stated in £. 

** Significant at 0.05 (t-test using the Satterthwaithe method, comparing district auditors to private auditors). 





There are only 34 county councils (8.3%), but 
these have the largest populations on average. Big 
4 firms audited a much larger percentage of coun- 
ty councils (38%), London boroughs (31%), and 
metropolitan councils (25%). These categories 
tend to have larger and wealthier populations. 

Population density varied from 2.6 for county 
councils to 60.2 for London boroughs. Only dis- 
trict councils reported relatively large financial vi- 
ability, at 0.5% of net revenue expenditures. All 
authority types reported an average general fund 
deficit, over £4,000 at Metropolitan Councils. 
DEBT also varied by category, from £71 at to £338 
at London Boroughs. 

Table 4 presents a Pearson’s correlation matrix 
for the variables in the regression models. As ex- 
pected, BASE FEE and TOTAL FEE are both sig- 
nificantly correlated with POP and POPDEN, but 
FEE PREM is negatively correlated with POP. 
Smaller authorities tend to pay larger fee premium 
percentages. Neither SMALL nor BIG 4 is corre- 
lated with BASE FEE or TOTAL FEE, although 
BIG 4 is negatively correlated with FEE PREM. 
All authority types are correlated (either positively 
or negatively) with both BASE FEE and TOTAL 





FEE. Both BASE FEE and TOTAL FEE are posi- 
tively correlated with CLIENTS and DEBT and 
negatively correlated with financial viability and 
surplus/deficit. FEE PREM is correlated (either 
positively or negatively) with two of the authority 
types. FEE PREM also is positively correlated 
with financial viability and surplus/deficit. 
Generally, the correlation results were similar be- 
tween BASE FEE and TOTAL FEE, but quite dif- 
ferent for FEE PREM.P Across the independent 
variables, there are some significant correlations; 
however, variance inflation factors used in the re- 
gression models are all below 10, a common rule 
of thumb to indicate no multicollinearity problems 
(Gujarati, 1995). 


5.2. OLS regression analysis 

Regression results are summarised in Table 5. 
Separate OLS results are presented for BASE 
FEE, TOTAL FEE and FEE PREM. Observations 


3 Since STANDARD FEE is a linear function of total ex- 
penditures, it is likely that actual audit fees are relatively lower 
as size increases. That is, audit fees are not expected to rise as 
fast as total expenditures. The result is consistent with oppo- 
site signs for FEE PREM. 
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Table 3 


Panel A: Sample frequency by auditor category 


Small 
District private 
Authority type auditor auditor 
County council 20 1 
(58.8%) (2.9%) 
District council 183 18 
(76.9%) (7.6%) 
London borough 22 0 
(68.8%) (0) 
Metropolitan council 25 2 
(69.4%) (5.6%) 
Unitary authority 53 4 
(77 9%) (5.9%) 
Total 303 25 
(74.3%) (6.1%) 









POP 
Authority type POP DEN 
County council 677,174 2.56 
District council 95,538 6.19 
London borough 224,850 6024 
Metropolitan council 309,122 19.99 
Unitary authority 209,654 13.62 


DEBT=debt per 1,000 population. 





were lost from the full sample due to missing data 
and extreme values which were deleted. The final 
sample sizes were 380 for BASE FEE and TOTAL 
FEE, and 381 for FEE PREM. Regression diag- 
nostics included variance inflation factors to test 
. for multicollinearity, studentised residuals to test 
for extreme values, and the Glejser test for het- 


м It may be that the close relationship between district au- 
ditors and the commission has an effect on audit fees. The ar- 
gument is that DAs have an incentive to charge higher fees, 
since the Audit Commission benefits financially from the fees 
charged. The commission states that a fee premium exists for 
district auditors, because they perform additional duties be- 
yond the private audit firms. Аз stated by an Audit 
Commission executive: ‘It is perhaps not surprising that the 
“brand name” of the Big 4 does not attract a price premium, as 
the audited bodies are not purchasing the brand! It is the 
commission that buys the brand, and appoints the auditor.’ 
However, Basioudis and Ellwood (2005) found a BIG 4 pre- 
mium for NHS entities, where auditors also are selected by the 
Audit Commission. 


The types of local authorities in England and Wales 


*Chi-square for auditor type by authority type = 16.48, significant at 0.05 


Panel B: Means for continuous independent variables by authority type 


** POP DEN-population density; AVG INC= average income; FV=financial viability; SURDEF=surplus/deficit; 
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Big four 
auditor Total 
13 34 
(38.296) (8.3%) 
37 238 
(15.6%) (58.3%) 
10 32 
(31.3%) (7.8%) 
9 36 
(25.0%) (8.8%) 
11 68 
(16.2%) (16.7%) 
80 408* 
(19.6%) (100%) 


AVG SUR 

INC FY (DEF) DEBT 
20,476 0.00001 £(964) £133.0 
20,473 0.00523 £(609) £70.8 
27 456 0.00004 £2,333) £338.0 
17,303 0.00003 £(4,008) £243.1 
17,944 0.00007 £(1,577) £1784 





eroskedasticity. Extreme values were detected and 
eliminated and White's correction run because of 
detected heteroskedasticy. All variance inflation 
factors except district council were below five, 
suggesting no multicollinearity problems. district 
council consistently had VIFs about 6.5, moder- 
ately problematic but not a variable that could be 
eliminated or transformed. 

The BASE FEE model is significant, with an ad- 
justed В? of 90.1%. LPOP and LPOPDEN are pos- 
itive and significant as expected, while LAVGINC 
is negative and significant. The negative sign can 
be interpreted as an indicator of increased audit 
risk to local authorities as income levels rise. BIG 
4 is negative and significant. Similar to the uni- 
variate findings, BIG 4 audits are associated with 
lower audit fees, when compared with district au- 
ditors. In most comparable settings ‘brand name’ 
audits typically have a higher price (Rubin 
1988).^ SMALL firm audit fees, on the other 
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Table 5 
Regression analysis with coefficient (t-value) 
(extreme values eliminated, White’s correction) 


ACCOUNTING AND BUSINESS RESEARCH 


Predicted sign Log (BASE FEE) Log (TOTAL FEE) FEE PREM 
LPOP + 0.315 0.309 —0.075 
(10.10)* (12.63)* (-3.36)* 
LPOPDEN + 9.060 0.046 0.017 
(5.25)* (5.16)* (2.13)** 
LAVGINC ? -0.151 -0.124 0.065 
(-2.54)** (-2.66)* (1.53) 
SMALL ? 0.005 -0.120 —0.097 
(0.08) (-2.29)** (-2.01)** 
BIG 4 ? -0.149 -0.117 -0.123 
(-3.66)* (-3.66)* (-4.19)* 
County council ? -0.339 -0.337 0.074 
(—5.10)* (-6.49)* (1.55) 
District council ? —0.864 -0.737 —0.028 
(-15.23)* (-16.55)* (-0.68) 
Unitary authority 7 -9.030 -0.006 -0.035 
(-0.58) ' (-0.16) (-0.95) 
London borough ? 9.111 0.111 —0.034 
(1.79) (225y** (0.77) 
CLIENTS ? -0.001 -0.001 -0.002 
(-1.82)** (-2.02)** (-3.01)* 
FV - —1.828 —0.648 2.417 
(-0.66) (-0.30) (1.21) 
SURDEF - —0.000 0.000 0.000 
(0.15) (0.19) (2.62)** 
DEBT + 0.000 0.000 —0.000 
(3.19)* (4.27)* (-0.78) 
Intercept 11.879 11.838 1.026 
Adj. R? 90.1% 92.2% 11.5% 
F Value 267.6* 345 .5* 4.8* 
n 380 380 381 





* Significant at 0.01; **Significant at 0.05 





hand, are not significantly different to district audit 
fees. Four authority types are compared with met- 
ropolitan districts; county councils and district 
councils have significantly lower fees relative to 
metropolitan districts. County and District gener- 
ally are rural, suggesting relatively lower fees for 
rural authorities. CLIENTS is negative and signif- 
icant, indicating that industry specialisation results 
in lower fees, an economies of scale interpretation. 
Neither financial viability nor surplus deficit is 


** НЕЕ PREM-fee premium; LPOP=log of population; LPOPDEN=log of population density; LAVGINC=log 
of average income; SMALL=non-Big 4 audit firm; BIG 4=Big 4 audit firm; CLIENTS=number of local 
authority clients; FV=financial viability; SURDEF=surplus/deficit; DEBT=debt per 1,000 population. 





significant. DEBT is positive and significant, in- 
dicative of a higher fee associated with increased 
credit risk. 

The TOTAL FEE model was run to determine if 
the additional audit-related fees have a different 
impact than the original BASE FEE decision. 
While we did not expect a differential impact (be- 
cause all the audit work is required by the com- 
mission), we did test for corroboration. The results 
are similar to the BASE FEE model, suggesting 
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Private auditors 
Dependent variable is Big 4 dummy 


Independent variable 


LPOP 
LPOPDEN 
LAVGINC 
County council 
District council 
Unitary authority 
London borough 
CLIENTS 
Intercept 

n 


* Significant at 0.01; **Significant at 0.05 





CLIENTS=number of local authority clients. 





Probit analysis of auditor selection with coefficient (chi-square) 
(extreme values eliminated) — first-stage of Heckman’s procedure 


Coefficient Chi-square 
0.484 (2.82) 
-0410 (11.45)* 
—1.880 (5.66)** 
—1.576 (4.82)** 
0.186 (0.10) 
2.209 (13.79)* 

-0.476 (0.48) 
0.104 (80.10)* 
11.938 (2.51) 

380 


*** LPOP=log of population; LPOPDEN=log of population density; LAVGINC=log of average income; 





that there are no significant incentives to charge 
lower audit fees to receive additional audit-related 
work. The Audit Commission has strict rules for- 
bidding non-audit work, which they identify as a 
‘regime constraint’. Adjusted R? is 92.2%. The 
only differences in the TOTAL FEE model are: (1) 
SMALL is negative and significant, indicating that 
total fees are significantly lower than for District 
auditors and (2) London boroughs are positive and 
significant, suggesting higher audit costs. 

The FEE PREM model has an adjusted R? of 
11.5%, much lower than the two previous models. 
The results differ from the other two models, as 
expected given the correlation results in Table 4. 
This model attempts to explain the differences be- 
tween the total fee and Audit Commission’s stan- 
dard fee. LPOP is negative and significant, 
LPOPDEN is positive and significant, and 
LAVGINC is insignificant. Fee premiums are rel- 
atively higher for smaller, less crowded authori- 
ties. Standard fees are a linear function of 
expenditures and the negative sign suggests that 
audit fees rise with size at a lower than linear rate. 
Both SMALL and BIG4 are negative and signifi- 
cant, suggesting that on average the private firms 





15 An alternative analysis to explain relative fee premium is 
to use TOTAL FEE minus STANDARD FEE as a fee premi- 
um measure. (Since negative signs are common, the variable 
cannot be logged.) In this model, the adjusted R? is only 
25.7% and LOGPOP is insignificant. SMALL, BIG 4 and 
CLIENTS are negative and significant, while all authority 
types are also negative and significant. In other words, the 
same basic auditor-related results hold in this context. 

16 The Heckman analysis was also run using BIG 4 com- 
pared to DA based on BASE FEES and private firms (BIG 4 
plus SMALL) compared to DA using both TOTAL FEES and 
BASE FEES. 





receive relatively lower fee premiums. None of the 
authority types is significant, indicating that the 
relative premium is independent of type of author- 
ity. CLIENTS is negative and significant. The re- 
sults for CLIENTS are robust across the models, 
indicating the importance of economies of scale 
for audit fee pricing. SURDEF is positive and sig- 
nificant, an unexpected result. This suggests that 
audit fees rise for higher surpluses. Both FV and 
DEBT are insignificant. 


6. Sensitivity checks 


6.1. Heckman’s two-stage procedure 

Table 6 presents the stage one results, based on 
probit analysis. 

Stage-one is a probit analysis where the depend- 
ent variable is a dummy variable where 1=Big 4 
firm and 0=DA. The independent variables are the 
OLS variables that are consistently significant 
(LPOP, LPOPDEN, LAVGINC, CLIENTS, and 
the four authority dummies). All but LPOP, district 
council and London boroughs are significant. 

The second stage (Table 7) compares audit fees 
for Big 4 firms compared to District auditors using 
Log of TOTAL FEE as the dependent variable. 
The 75 authorities using Big 4 auditors are com- 
pared with the 281 using DA. The OLS results for 
both BIG 4 and DA compared with the overall re- 
sults in Table 5, are somewhat different. 
Several variables are not significant for BIG 4 
(LPOPDEN, LAVGINC, London boroughs, and 
CLIENTS) and DA (LAVGINC and London 
Boroughs) that were significant in the overall 
(Table 5) analysis. However, the overall explana- 
tory power as measured by adjusted R? was 
similar at 91.5% and 93.1% for BIG 4 and DA 
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Table 7 


Regression analysis with coefficient (t-value); dependent variable is log of TOTAL FEE 
Big 4 to district auditor comparison, based on Heckman’s two-stage procedure 








Big 4 Big 4 District auditors District auditors 
Variable OLS Two-stage OLS Two-stage 
LPOP 0.293 0.380 0.305 0.480 
(4.39)* (420)* (11.43)* (6.40)* 
LPOPDEN —0.002 -0.048 0.052 -0.109 
(0.06) (1.44) (5.25)* (1.67) 
LAVGINC —0.146 -0.434 -0.063 -0.734 
(1.49) (—1 92) (—1.10) (—2.67)** 
County council —0.304 —0.528 —0.356 —0.980 
(-2.50)** (-2.65)** (-5.93)* (-3.82)* 
District council -0.707 —0.657 —0.738 —0.656 
(-6.34)* (-5.65)* (-14.49)* (-10.88)* 
Unitary authority -0.075 0.329 —0.020 1.049 
(-0.73) (1.59) (-0.43) (244)** 
London borough 0.1630 0.172 0.085 0.224 
(1.24) (1.59) (1.48) (2.81)* 
CLIENTS —0.001 0.918 —0.002 0.041 
(-0.61) (1.49) (-3.13)* (2.37)** 
FV ~13.412 -10.334 -0.179 -0.410 
(-1.25) (-1.91) (-0.08) (-0.18) 
SURDEF —0.000 —0.000 —0.000 —0.000 
(-0.01) (-0.18) (-0.39) (-0.65) 
DEBT 0.001 0.001 0.000 0.000 
(2.03)** (1.94)** (4.67)* (4.80)* 
Lambda (A) -0.203 -0.482 
(C140 (-2.50)** 
Intercept 11.992 13.508 11.305 15.583 
(12.28)* (9.34)* (20.96)* (8.68)* 
Adj. R? 91.5% 91.7% 93.1% 93.0% 
Е Value 73.6* 68.7* 330.8* 309.7* 
n 75 75 281 281 


* Significant atO 01; **Significant at 0.05; A = Inverse МИР Ratio 





*** FEE PREM=fee premium; LPOP=log of population; LPOPDEN=log of population density; LAVGINC=log 
of average income; SMALL=non-Big 4 audit firm; BIG 4=Big 4 audit firm; CLIENTS=number of local 
authority clients; FV=financial viability; SURDEF=surplus/deficit; DEBT=debt per thousand population. 


ts 


respectively. 

The second-stage approach shows some model 
differences in Table 7. If self-selection is present, 
it may manifest itself in the change in coefficients 
as well as the intercept between the OLS and two- 
stage models. The Big 4 two-stage results are sim- 
ilar to OLS results. The second-stage Big 4 model 
has four significant variables, LPOP, county coun- 
cils, district councils, and DEBT. All variables are 


= 


significant for DA, except FV and SURDEF. 
CLIENTS switches signs to positive, a results sug- 
gesting a fee premium for increased specialisation. 
Adjusted R? is similar for both Big 4 (at 91.7%) 
and DA (93.0%) and when compared with OLS 
results. The intercepts are roughly similar between 
OLS and two-stage for both Big 4 and district 
auditors, indicating no systematic shift when a 
self-selection correction is applied. 
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Lambda is a residual calculation of the first- 
stage probit regression and represents those factors 
that ‘help’ self-select into BIG 4 or DA, but are not 
captured in the OLS model. In the BIG 4 model, 
Lambda is insignificant, indicating no self-selec- 
tion bias. Lambda is negative and significant for 
DA, which indicates a selection bias. This suggests 
that local authorities that used a DA auditor could 
have had a more ‘efficient’ audit (that is, lower 
fee) by using a Big 4 firm. In summary, the results 
using the Inverse Mills Ratio provide no evidence 
of a direct BIG 4 self-selection bias, since Lambda 
was insignificant." 


6.2. Size-adjusted model and other robustness 
checks 

To control for client size, OLS regressions are 
rerun where the audit fee dependent variables 
(BASE FEE and TOTAL FEE) are scaled by pop- 
ulation (Simunic, 1980). The remaining independ- 
ent variables are the same. Results are summarised 
in Table 8. Without LPOP as an independent vari- 
able, adjusted R? drops to 59.096 in the BASE FEE 
model and 59.8% in the TOTAL FEE model. 
Because of extreme values, sample size is 379 in 
the BASE FEE model and 383 in the TOTAL FEE 
model. After rerunning the model without the ex- 
treme values, there are no additional diagnostic 
problems (heteroskedasticity was present in the 
earlier regressions). 

Results are roughly the same as in Table 5. BIG 
4 is still negative and significant in the BASE FEE 
model, but insignificant in the TOTAL FEE (BIG 
4 would be significant at the 0.1 level). SMALL is 
insignificant in both models. Some other differ- 
ences are noted. LPOPDEN, CLIENTS, and sur- 
plus deficit are not significant in either model. 
Financial viability was positive and significant in 
both models, an unexpected result. In summary, 
the results are somewhat unsatisfactory. However, 
the key point is that BIG 4 results are robust in this 
analysis, still negative and significant. 

Following Ireland and Lennox (2002), we used 
rank transformation to control for size as measured 
by population. BASE FEE, TOTAL FEE and 
population were transformed into ranks and the 





17 The Heckman results were somewhat different for the 
other models. When BIG 4 was compared to DA using BASE 
FEE, Lambda was insignificant for both BIG 4 and DA indi- 
cating no self-selection bias. However, when all private audit 
firms were compared with DA, Lambda was negative and sig- 
nificant for private firms for both definitions of audit fee; the 
Lambda for DA was significant and negative only for TOTAL 
FEE, This suggests that fees are selected to provide lower fees 
than provided by the other audit category. In other words, 
when private firms are chosen, this provides lower fees than if 
a DA was chosen. On the other hand, when DA was chosen 
(using the TOTAL FEE definition), these districts also received 
relatively lower fees. In summary, there is evidence for fee bias 
in some models, but no statistical evidence of a BIG 4 bias. 
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regressions rerun, with the remaining variables the 
same (results are not tabulated). Results were sim- 
ilar to those in Table 5. The adjusted К? values 
were lower, 82.2% for BASE FEE and 84.0% for 
TOTAL FEE. Seven of the eight significant vari- 
ables from Table 5 for BASE FEE were also sig- 
nificant with the same signs. The exception was 
financial viability, which was not significant at .05 
(but significant a 0.1). Seven of the 10 variables 
for TOTAL FEE were significant with the same 
signs. In both models, BIG 4 was negative and 
significant. 

To determine whether the results were driven by 
specific private auditors, the OLS models were 
rerun using dummy variables for each private au- 
ditor (three BIG 4 and three SMALL). (Results are 
not tabulated.) All private firm dummies were neg- 
ative and significant for the TOTAL FEE model. 
However, one SMALL audit firm was positive and 
significant for the BASE FEE model (all others 
were negative and significant). This firm audited 
nine local authorities. Unlike the other audit firms, 
the base fees and total fees were identical (averag- 
ing £83,378 or £821 per 1,000 population). In 
other words, this auditor provided no additional 
audit work. 

As an additional test, the regressions were run 
using nominal values for audit fees, size and de- 
mographic variable rather than their logged values 
(not shown). In the earlier models, the log values 
for fees, size and demographic data were used be- 
cause of skewness and long tails. This may under- 
state the impact of the dummy variables and other 
non-logged variables. White’s consistent t-statis- 
tics were calculated according to heteroskedastici- 
ty in the model. The results were generally the 
same in the TOTAL FEE model, except that 
SMALL was insignificant (BIG 4 continued to be 
negative and significant). The local authority dum- 
mies were more highly significant than in the ear- 
lier models. However, in the BASE FEE model, 
both BIG 4 and SMALL were insignificant. 

The regression models also were rerun by local 
authority size groups—above and below the aver- 
age 120,000 in population (results not presented). 
The findings were essentially the same across both 
size groups and comparable to the full sample (ex- 
cept for excluding local authority types). In all 
models, BIG 4 was negative and significant. In 
summary, there is evidence in most models that the 
BIG 4 firms provide a discount, but no evidence 
that BIG 4 charge a premium in any of the models. 


7. Conclusions 

The purpose of this paper was to introduce a model 
of audit fees of local authorities in England and 
Wales, and test it. The regression results have high 
explanatory power and work well to explain fee 
differences. Descriptive analysis indicates that ac- 
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Table 8 


Regression analysis with coefficient (t-value) (extreme values eliminated); 
dependent variables: BASE FEE and TOTAL FEE divided by population 
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Log Log 
(BASE FEE / POP) (TOTAL FEE / POP) 
LPOPDEN -0.014 -0.024 
(0.85) (0.19) . 
LAVGINC —0.388 —0.382 
(-448)* (-4.60)* 
SMALL -0.098 -0.055 
(0.98) (-0.57) 
BIG 4 -0.132 -0.108 
—2.15)** {--1 85) 
County council —0.981 -0.986 
(-11.11)* (—11.63)* 
District council —0.215 —0.079 
(-2.97)* (—1.13) 
Unitary authority 0.266 0.317 
(3.59)* (4.44)* 
London borough 0.458 0.489 
: (5.16)* (5.72)* 
CLIENTS —0.001 -0.001 
(0.53) (0.73) 
FV 9.673 11.213 
(2.39)** (2.38)* 
SURDEF 0.000 0.000 
(1.46) (1.93) 
DEBT 0.001 0.001 
(4.18)* (3.97)* 
Intercept 10.432 10.598 
Adj. R? 59.0% 59.8% 
Е Value 46.3* 48.4* 
n 379 383 


* Significant at 0.01; **Significant at 0.05 


*** FEE PREM-fee premium; LPOP=log of population; LPOPDEN=log of population dersity; LAVGINC=log 


of average income; SMALL=non-Big 4 audit firm; 


authority clients; FV=financial viability; SURDEF-surplus/deficit; DEBT=debt per 1,000 population. 


BIG 4=Big 4 audit firm; CLIENTS-number of local 


| 











tual audit fees are usually above the standard fees 
set by the Audit Commission. Big 4 firms receive 
lower fees on average than district auditors. Audit 
fee differences were noted across local authority 
categories, with London boroughs having the 
highest fees, ceteris paribus. The actual fee premi- 
um over the standard was significantly lower for 
private audit firms. 

Regression results provided basic information 
on multivariate relationships. Population size, 
population density, and number of clients were 
consistently significant in the fee and total fee 


models. Council types as measured by dummy 
variables also were often significant. Population 
was negative and significant in the fee premium 
models. 

Relative to existing literature, the most surpris- 
ing finding was the negative coefficients for Big 4 
audits, indicating lower fees than those for district 
auditors. Heckman’s two-stage procedure, which 
was run as a robustness check because of the po- 
tential self-selection problems, provided ambigu- 
ous results, although the results generally indicate 
that there is, indeed, an audit fee discount for 
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Big 4 audits. 

Additional analysis needs to be conducted on 
local authority audits in England and Wales, espe- 
cially related to audit quality, which is reviewed by 
the commission. The relationship between audit 
fees and audit quality seems especially important 
given the regulatory environment of the Audit 
Commission. Differences in audit quality may re- 
late to auditor type. The models can be expanded 
to capture additional data and factors that may re- 
late to audit economic relationships. Changes over 
time (the regulatory environment has been dynam- 
ic, with substantial changes made over the previ- 
ous 20 years) may show significant differences. 
Time series analysis is éncouraged to capture these 
changes. 
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Financial and external reporting research: 
the broadening corporate governance 


challenge 
Lee D. Parker* 


Abstract— This study provides a critical examination of contemporary financial and external reporting research 
from a corporate governance perspective. Adopting Hines' social constructionist approach to financial reporting, 
the study investigates research into accounting publishing patterns, published reviews of major subject areas 
within financial and external reporting research, and interviews a sample of accounting professors in British uni- 
versities. The findings reveal a strong North American economics and finance-based positivist influence, a largely 
uncritical acceptance of accounting's subservience to the demands of the market, a reluctance to engage major 
policy questions and broader reporting constituencies. These appear to be conditioned to a large degree by internal 
features and pressures within the academic research community. Evidence is presented for greater attention to major 
environmental shifts impacting accounting and communities globally, a reinvigoration of researchers' direct 
engagement with reporting constituents in the field, a revisiting of major accounting, business, social and environ- 
mental policy questions, and a preparedness to address today's major corporate governance concerns of communi- 
ties and governments. 

Key words: Accounting policy; accounting research; corporate governance; external reporting; financial 


accounting; financial reporting 


1. Introduction 
Financial and external reporting (FER) research 
has arguably maintained itself as a major area of 
accounting research, both in the UK the US and in- 
ternationally. It has developed from a normative 
and policy-oriented focus in the 1950s—1970s, into 
an economics based, mathematically and statisti- 
cally-oriented empirical positivism. How does this 
relate to the corporate governance challenges and 
debates surrounding both profit and non-profit or- 
ganisations in today's economies and societies? 
This paper offers a critical reflection on the cur- 
rent state of FER research, with particular focus on 
its emphases, dominant issues, gaps and chal- 
lenges. Rather than offering an exhaustive review 
of research achievements and coverage to date, in- 
formed by a social constructionist perspective, it 
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presents an intentionally selective examination of 
outstanding challenges from a broad scope societal 
responsibility point of view. 

To this end, the study involved a revisiting of re- 
searchers’ published reviews of constituent areas 
within the FER research literature, along with in- 
terviews with 12 UK accounting professors. These 
professors were interviewed concerning their as- 
sessments of the relationship between the finance 
and financial accounting research literatures, the 
prevailing issues being addressed by the FER re- 
search community, the dominant research method- 
ologies employed, currently neglected subject 
areas, the financial/external reporting/corporate 
governance relationship, accounting research com- 
munity failures, and priority issues for the ongoing 
FER research agenda. 

The paper will first outline the analytical per- 
spective adopted, briefly address the relationship 
between FER and corporate governance, comment 
on a recent review of UK financial accounting re- 
search publishing and then examine major areas of 
FER research already subject to recent review by 
scholars. The paper will then draw upon the re- 
flections of interviewees to offer both assessment 
and critique, concluding with proposals for the on- 
going FER research agenda. 


2. A social constructionist perspective 

Much FER research still focuses upon accounting 
as a neutral technicist phenomenon best addressed 
through a methodology focused upon modelling 
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and predicting market reactions to disclosure pat- 
terns and characteristics. A large modicum of FER 
research is predicated on an implicit and explicit 
quasi-religious belief in naturally occurring mar- 
kets, the pre-eminence of impersonal pricing 
mechanisms, and the role of accounting as an in- 
dependent financial communication mechanism. 
Moral and processual questions of context-action 
interplays, actors’ interpretations, social critique 
and normative policy largely lie outside the per- 
ceived remit (Hines, 1989a; Laughlin, 1977; 
1987). Positivism, realism and conventionalism 
dominate underlying methodological choice and 
levels of prior theorisation (Laughlin, 1995). The 
researcher’s direct engagement with the field and 
its actors is minimised and the resulting narrative 
is largely quantified (Laughlin, 2004). 

As accountants have created and appropriated an 
increasing scope of areas of work and related ex- 
pertise claims in their professionalisation project, 
so FER researchers have arguably appropriated the 
philosophies and methodologies of the natural sci- 
ences, particularly via the fields of economics and 
finance. Arguably, their research objectives and 
scope of studies have become conditioned by the 
stereotypical methodological limits of scientific 
method to which many have become wedded. The 
name of the game is treating accounting informa- 
tion as an economic good, focusing on rational, 
utility maximising shareholder behaviour, and re- 
searching ‘what is’, in a world ‘out there’, as ob- 
jectively as possible (Laughlin, 1981; Hines, 
1989a,b; Hines, 1992; Parker, 2001). When posi- 
tivist researchers arrive at unexpected results, they 
do not necessarily reject or amend their implicit 
meta-theories but explain anomalies via critiquing 
data sampling and analysis methods and attribut- 
ing failure to the ceteris paribus assumption. The 
underlying philosophies, focus and research ap- 
proaches underpinning the positivist tradition re- 
main unquestioned: by researchers, reviewers and 
journal editors (Hines, 1991; 1992). The reality 
represented in many FER studies, is therefore a 
segmented view, abstracted from the institutional, 
societal and political context, being confined to 
economic variables, the relationships and impacts 
of which are to be predicted and thereby controlled 
(Hines, 1992). 

There is, however, an increasingly recognised al- 
ternative view that argues that reality cannot be en- 
visaged separately from thought, language and 
social practices. Instead accounting can be con- 
ceived as participating in the social construction of 
actors’ realities (Hines, 1988, 1989a, 1991; 
Laughlin, 2004). From individuals to societies, 
Hines (1989a) argues that we reflexively employ 
prescriptive and descriptive accounts of reality to 
both constitute and reproduce it. FER concepts and 
language as constructions are so vital to the opera- 
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tion of organisations and society, that their routines 
and measurements have been historically contest- 
ed and revised. Such contests and revisions are in- 
variably the product of complex processual 
interactions of social, political, and institutional 
(as well as economic) environments. Yet much 
FER research privileges a materialist world that is 
purely economic. | 

Alternatively, we can recognise a world in which 
FER is socially constructed, thereby admitting the 
possibility of irrational behaviour, reconstructed 
and broadened views of what accounting is and 
can be, and redefined concepts of validity, credi- 
bility and reliability. How accountants and re- 
searchers construct their ‘accounting reality’ can 
ultimately affect the way society commonly inter- 
prets the organisational and financial world. Both 
accountants’ and researchers’ constructions. of ac- 
counts influence how other members of society 
‘see’ and ‘interpret’ the world around them. A nar- 
row FER economic view can therefore confine 
generally received societal perspectives, creating, 
legitimising and reifying a status quo that ulti- 
mately may be to the detriment of the public good 
(Hines, 1988, 1989a, 1991). The pictures that FER 
researchers and professionals paint can present a 
view of the world that forms the basis for people’s 
actions which, if similarly economically and quan- 
titatively focused, are likely to beget consequences 
similarly constituted and hence apparently con- 
firming the initially portrayed economic world. So 
in communicating ‘reality’ FER researchers and 
professionals construct the community’s reality! 
The question then arises as to what happens, for 
example, when corporations fail and the commu- 
nity discovers that there was ‘reality’ other than 
the one painted by accounting? Even in narrow 
economic terms, they may quickly redefine their 
reality such that it becomes a self-fulfilling one 
(e.g. company liquidation due to creditors’ reactive 
demands for immediate payment). Of course FER 
research largely focuses on accounting and associ- 
ated market behaviour in aggregate, often having 
little to say about specific individual cases (Hines, 
1988, 1991, 1992). . 

The above constructionist perspective, particu- 
larly informed by Hines’ and Laughlin’s articula- 
tions of the positivist alternatives, is briefly 
presented here for the dual purposes of outlining 
the philosophy underpinning the analysis and cri- 
tique offered in this paper, and for identifying gaps 
and potentials in FER research. Rather than at- 
tempting the pursuit of representing and predicting 
some existential reality that mythically exists ‘out 
there’, FER research may be better directed to- 
wards understanding and assisting the construction 
and fulfilment of multiple realities by a whole 
range of actor groupings that are involved in, re- 
late to or are affected by organisations and institu- 
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tions (Hines, 1991). This requires grappling with 
the nature and impact of such groups’ imputed 
multiple historical and social meanings that lie be- 
hind and beyond objectivist, technical accounting 
numbers and reports. Such apparently intangible 
values and interpretations, may carry significant 
implications for the shape and impact of what we 
customarily think of as tangible accountings 
(Laughlin, 1987). Why bother? While this repre- 
sents a major departure from and challenge to the 
safer and more comfortable routines and generally 
accepted limits of positivist FER research, it offers 
the opportunity for researchers to contribute to the 
societal pursuit of ‘the better life’ across a broad 
canvas that includes but stretches well beyond the 
economic (Laughlin, 1987). As Hines (1992) puts 
it, we have the capacity to research the empty or 
negative spaces: those areas of organisational and 
societal activity and life that are marked by si- 
lences, for which there is no market value, for 
which there are unexplained irrationalities and ap- 
parent dysfunctions, and for which there is no ac- 
counting or representation (Choudhury, 1988; 
Arrington and Francis, 1989; Inkpen and 
Choudhury, 1995). 


3. The governance question 
Since the beginning of the last century, corporate 
governance has arguably commanded the highest 
levels of attention and debate among legislators, 
regulators, professions, business bodies, media 
and in the general community (Parker, 2005a). The 
litany of international corporate frauds and failures 
has brought company directors, accounting regula- 
tions, auditors, and the accounting profession into 
sharp focus and subject to severe criticism. Imhoff 
(2003) argues that in the US the financial reporting 
regimes, particularly through cash bonus and stock 
option plans based on accounting results, have pre- 
sented managers with incentives to manipulate fi- 
nancial results and delay or conceal bad news. 
Window-dressing is employed to apparently ex- 
ceed shareholders’ expectations. Board members 
also are often compensated with stock options, 
which thereby can induce them to avoid recognis- 
ing or dealing with unfavourable corporate per- 
formance, and to mask unfavourable financial news. 
Such a predicament stands in somewhat amusing 
juxtaposition to financial accounting researchers’ 
most heavily researched corporate governance 
issue, namely the use of accounting performance 
measures in management compensation contracts! 
(Bushman and Smith, 2001; Sloan, 2001). 
Despite this, Imhoff (2003) sees corporate gov- 
ernance as problematical in its relationship to the 
vexed issues of financial reporting integrity. In the 
face of the major crisis in corporate governance 
and financial reporting, the accounting research 
community’s response has been Jamentably slow 
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and inadequate. Sloan (2001) contends that while 
there is great potential, there exists a dearth of re- 
search into the role of financial accounting in cor- 
porate governance published in accounting 
research journals. He argues that today many ac- 
counting researchers have financial economics ex- 
pertise and thereby conduct governance research 
unrelated to accounting. Parker (2005а) too, finds 
a relative dearth of financial accounting research 
analysing or responding to the corporate frauds 
and failures of recent times, save for a small co- 
terie of accounting researchers (e.g. Clarke et al., 
1997; Clarke and Dean, 2002). Yet as Sloan (2001) 
points out, financial accounting information is 
both an input to and a product of the corporate 
governance process. 

However the external corporate reporting/corpo- 
rate governance relationship is not limited to 
financial compensation and results alone. As 
Bebbington (2004) explains, governance is about a 
suite of broad responsibilities at corporate level 
that extend to accountabilities that include corpo- 
rate social and environmental impacts. These raise 
issues of accountability and reporting transparency 
that go beyond financial status and results. Sarre et 
al (2001) see them as involving much more than 
compliance with legal responsibilities, extending 
to accountability for responsible performance for 
the common good. Such an interpretation of the 
external corporate reporting/corporate governance 
relationship opens up significant new horizons for 
accounting researchers. 

Why has corporate governance received such 
narrow or inadequate levels of attention from fi- 
nancial accounting researchers? Parker's (2005a) 
interviews of senior Australian and New Zealand 
accounting academics provides some clues. They 
cited the time and effort involved in examining 
and diagnosing data on corporate crashes, a fear of 
rapidly declining topicality of particular corporate 
failures, difficulties in accessing inside company 
information, and a fear of potential litigation being 
brought by companies cited. More fundamental 
barriers to such research were suggested to take 
the forms of a tendency in the financial accounting 
research community to mimic North American 
positivist style research and accordingly concen- 
trate on narrowly focused positivist studies rather 
than tackling critical, case study-based research 
into corporate failures. The statistics cited in 
Beattie's (2005) and Searcy and Mentzer's (2003) 
recent review studies bear this out. It is to these 
that we now turn. 


4. British financial accounting publishing 

Beattie (2005) has provided an invaluable review 
of recent financial accounting research and publi- 
cation from a UK perspective. Here she recognis- 
es the North American predisposition towards 
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empirical behavioural accounting and market 
based accounting research with their associated 
foci upon short time horizon event studies, capital 
market consequences of accounting standards and 
disclosures, earnings management studies, and fi- 
nancial analysis and equity valuation studies. 
While arguing that more UK researchers have 
broader interests (e.g. social and environmental 
accounting), the tendency of many UK researchers 
to follow the US preoccupation with positivist 
quantitative research is still apparent. The North 
American predisposition towards positive eco- 
nomic theory-based accounting research is amply 
illustrated by Searcy and Mentzer’s (2003) admit- 
tedly restricted sample of four accounting research 
journals classified as top-ranking in the US! which 
finds that only AOS has published research falling 
outside the positivist worldview (representing 
11.5% of total articles in the four journals). While 
Beattie’s tabulation of research areas shows mar- 
ket-based accounting research to constitute 25% of 
her sample of UK publications in financial ac- 
counting, the positivist approach can also be found 
in other areas reported in her study, such as earn- 
ings management, accounting choice, economic 
consequences and failure prediction. 

Beattie’s (2005) sample of published studies 
(1998-2002) reveals the dominance of what she 
terms archival research in UK financial account- 
ing. However, this is not a term used in the histor- 
ical methodology sense, but rather refers to the 
largely quantitative modelling and testing of data 
drawn from annual reports, market and analysts’ 
forecast data. Consistent with interviewee obser- 
vations in Parker’s (2005b) study, case study and 
interview research methods in Beattie’s study con- 
stituted less than 10% of methodologies employed 
in the sampled publications. This stands in marked 
contrast to the growth in market-based studies 
which, as Beattie rightly observes, fail to investi- 
gate financial reporting, usage and decision-mak- 
ing processes. We are left with predictive models 
and analyses of inputs and outputs, while remain- 
ing ignorant of the processes within the interven- 
ing ‘black box’. Yet it is in this processual area that 
our greatest ignorance and accompanying greatest 
potential for accounting policy contribution lies. 
Given financial accounting researchers’ predispo- 
sition towards North American inspired quantita- 
tive research, their neglect of case and field study 
research is predictable. Searcy and Mentzer’s 
(2003) study of the influential top-rated North 
American accounting research journals, finds that 
only 9% of articles (representing all accounting 





! Accounting, Organizations and Society (AOS), The 
Accounting Review, Journal of Accounting Research, Journal 
of Accounting and Economics 1995—2000. 

? Тре papers reviewed are almost exclusively North 
American. 
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subject areas) published in their sample period, 
employed these methodologies. 

In her review of main financial accounting re- 
search areas, Beattie comments that most theoreti- 
cal papers in the field are now analytical modelling 
exercises conventionally embodying simplifying 
assumptions that cannot capiure the complexities 
of practice and often carry no direct policy rele- 
vance. In addition she observes the rapid rise in 
market-based accounting studies, fed by the avail- 
ability of low-cost databases, economics, mathe- 
matical and. statistical training of researchers 
(admittedly more in the US than the UK) and the 
short completion time-scales often possible for 
such projects. This points to a predisposition 
among at least a segment of the accounting re- 
search community, to utilise familiar tools in 
search of short-term publishable projects, rather 
than prioritising issues of major business, govern- 
ment and public policy importance. This positivist 
modelling predisposition may be further accentu- 
ated by the type of training end research philoso- 
phies being inculcated in PhDs, the PhD 
backgrounds and institutional affiliations of the ac- 
counting research community elite — namely re- 
search journal editors and their referees, and 
British and overseas business school journal rank- 
ings that privilege North American economic 
based positivist accounting research journals (Lee 
and Williams, 1999; Searcy and Mentzer, 2003). 
These represent a quite remarkable mimicry of a 
North American business school research bias that 
is increasingly being criticised as narrow, scientis- 
tic and inappropriate to business conditions and 
problems by leading US business schoo] scholars 
themselves (Bennis and O’Toole, 2005). 


5. Major issues 

What follows is a brief outline and critique of pres- 
ences and absences in the FER research literature 
(Choudhury, 1988; Arrington and Francis, 1989; 
Inkpen and Choudhury, 1995). These are largely 
based upon a selection of extant reviews and cri- 
tiques in the published accounting research litera- 
ture. The selection has been derived from 
extensive electronic journal searches, but does not 
purport to be all-inclusive, nor to cover more than 
a sample of subject areas within the purview of 
FER. 


5.1. Capital markets research 

Healy and Palepu (2001) review empirical capi- 
tal market studies of corporate disclosure.? In 
doing so, they highlight significant factors in the 
economic environment that may affect financial 
reporting and disclosure: including technological 
innovation, network organisation structures, and 
the globalisation of capital markets. Notably, they 
confine their assessment to economic factors. 
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They also point to the virtual absence of research 
into the regulation of disclosure which they find 
surprising given the profile and preponderance of 
regulated disclosures. They find accounting re- 
search to be focused on the question of whether ac- 
counting standards add value for investors or other 
stakeholders: expressed in capital markets re- 
search as the relationship between accounting in- 
formation and security prices. The most significant 
outcome of this research appears to be the conclu- 
sion that regulated financial reports present rele- 
vant new information to investors. The question of 
the value of regulated versus unregulated informa- 
tion remains, however, an open question. In addi- 
tion, the authors argue that little is known 
concerning the reasons behind the regulation of fi- 
nancial disclosure in the capital market. 

Managers’ capital market disclosure decisions 
have been attributed to a number of factors: capi- 
tal market transactions and investor perceptions, 
contests for corporate control, stock-based man- 
agement compensation plans, the threat of share- 
holder litigation, proprietary costs of disclosure 
impact on competitive position, and management 
talent signalling (Healy and Palepu, 2001). The 
focus of all this remains clearly upon management 
and shareholders' interests. Government, commu- 
nity and public interests do not appear to be on the 
radar screen. In addition, they report that studies of 
accounting method changes find, at the announce- 
ment of the accounting change, no significant rela- 
tionship between stock returns and contracting or 
political cost considerations. Interestingly, Healy 
and Palepu echo Hines' (1991, 1992) critique of 
positivist accounting research, in that while tip- 
ping their hat to the possibilities that accounting 
decisions do not influence shareholder wealth, 
they also raise technical means of explaining away 
such results by alluding to the difficulty of meas- 
uring stock price effects for many events studied, 
and to the possibility that maybe contracting and 
political costs are not important economic ex- 
planators of wealth effects of reporting changes 
(implying that other explanators may exist). Of in- 
terest here are some of the truly fundamental unan- 
swered questions they identify: 


* What is the objective of regulating disclosure? 


* What type of accounting standards produce 
high quality reports? 

* Why do companies engage in voluntary disclo- 
sure? 


Drawing on a range of internationally published? 
research, Saudagaran and Meek (1997) review the 
relationship between international capital markets 





3 Their sample of papers is drawn from European, British, 
Australasian and North American journals. 
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and financial (transnational) reporting by multina- 
tional companies. Of major concern to them is the 
state of research into diversity versus harmonisa- 
tion of accounting and disclosure practices. They 
find that recent research into causes of diversity in 
accounting practices has produced little by way of 
significant new findings. Their review also reveals 
little attention being paid to comparative analyses 
of standard setting, especially as a potential ex- 
planator of diversity in standards and practices in- 
ternationally. They do find a range of study results 
that suggest that diversity in accounting and/or tax 
methods can affect international corporate merger 
activity, concluding overall that the effects of in- 
ternational accounting diversity are perceptible: 
affecting terms of transactions and capital market 
participants internationally. 

With global trade growth and the internationali- 
sation of capital markets, accounting harmonisa- 
tion is identified by Saudagaran and Meek (1997) 
as a major international business issue. Here they 
express concerns at the temptation for developing 
countries, lacking resources to build their own 
standards, to capitulate to a wholesale adoption of 
International Accounting Standards in pursuit of 
global respectability for their financial reporting, 
despite their own differential requirements. In ad- 
dition from the accounting literature, they identify 
harmonisation obstacles, including opposition 
from countries anticipating unwanted economic 
effects, political nationalism, and the views of 
strong professional bodies within some countries. 
While they cite studies of harmonisation within the 
EU, and in other economic trade blocks around the 
world, Saudagaran and Meek find little empirical 
research into the success of harmonisation at the 
global level. Instead, their review of research finds 
reporting practices still anchored in national re- 
quirements, and international capital markets in- 
ducing additional voluntary disclosures that vary 
in type of information provided. However, disclo- 
sure requirements appear not always to be met, 
and indeed the same company information is not 
always released in all locations. The international 
picture is further clouded by the lack of any sys- 
tematic patterns of disclosure or GAAP across 
countries or over time. The role and impact of ac- - 
counting information in international capital mar- 
kets therefore, despite the volume of research to 
date, appears still to be little understood. 
Saudagaran and Meek also observe that most of 
the research to date focuses upon annual reports 
and earnings announcements. Yet they admit that 
other forms of disclosure, such as press releases, 
web-based reports and information for financial 
analysts, may be overtaking these. 


5.2. International accounting research 
Gernon and Wallace's (1995) review of interna- 
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tional accounting research makes an observation 
consistent with Hines’ (1989a,b, 1992) critique of 
positive accounting research, namely that much in- 
ternational accounting research is focused on actu- 
al present practices and behaviour, rather than 
focusing on what is possible, probable or desir- 
able. They report that while international account- 
ing researchers have investigated intrinsic factors 
potentially influencing organisational choice of ac- 
counting practices and quality of accounting re- 
ports, there remains a need to synthesise the 
literature on firm specific characteristics of corpo- 
rate reporting in order to move the field forward. 
They also point to the inadequate state of knowl- 
edge and theorisation about organisational strate- 
gies of cross-national professional accounting 
firms, the way in which these firms organise them- 
selves. The lack of observed theorisation extends 
to what they see as the lack of theories of change 
articulated in support of statistical models present- 
ed, particularly as many of the latter assume the at- 
tainability of an equilibrium state in an 


international world of rapid and complex change. 


Consistent with this paper's call for contextualised 
accounting research, Gernon and Wallace (1995) 
highlight the relevance and value of contextualised 
research in international accounting, where nation- 
al differences can loom large, even in a globalised 
world. In this respect they bemoan the confine- 
ment of many researchers’ treatment of cultural 
context to the limited framework developed by 
Hofstede (1980). 

More recently, Prather-Kinsey and Rueschhoff 
(2004) have analysed international accounting re- 
search in 41 US and non-US academic journals for 
the period 1981—2000. They found that financial 
accounting constituted 4176 and economic analy- 
ses constituted 15 % of the topics researched, with 
financial accounting and reporting papers showing 
the highest growth rate over the two decades. 
Capital market studies represented 2596 of total in- 
ternational articles and 61% of total financial ac- 
counting studies. Financial reporting topics 
comprised 55% of so-called top-tier US journals’ 
international accounting articles. Juxtaposed with 
this profile, Gernon and Wallace (1995) had al- 
ready observed a fundamental two-way split in in- 
ternational accounting research — between global 
statistical versus contextual case study approaches. 
Despite their call for greater attention to contextu- 
alisation, they see a contradictory tendency in in- 
ternational accounting researchers to prefer 
generaliseable, universal findings pursued via the 
positivist statistical route. 


5.3. Intellectual capital accounting research 
Compared to the foregoing two areas of FER re- 

search, intellectual capital accounting research is 

in its infancy. It goes beyond the conventional ac- 
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counting research into intangibles which tends to 
be restricted to considerations of such issues as the 
accounting treatment of goodwill, research and de- 
velopment, and patents. Yet a wide variety of other 
potentially value creating intangible assets have 
been ignored by conventional accounting practice 
and many FER researchers (Canibano et al:, 2000). 
Reacting against the narrow definition of intangi- 
bles that excludes such assets as human resources, 
customer loyalty and company reputation, intellec- 
tual capital accounting broadens the scope of ac- 
counting to include both structural and human 
capital (Brennan and Connell, 2000). These are 
generally represented in three subcategories 
(Guthrie and Petty, 2000): 


a. internal structure — including items such as 
. R&D, concepts, models, patents, administrative 
and computer systems; 


b. external structure — including customer relation- 
ships, brands, trademarks and reputation; 


c. human capital — including employee education 
and skills, training, staff values and experience. 


Brennan and Connell (2000) have reviewed de- 
velopments and research in this area, finding that 
models of classification and reporting are varied 
and still evolving. They point to the two frame- 
works for managing intellectual capital most cited 
as being those employed at Skandia and Dow 
Chemical, both of which manage intellectual as- 
sets to enhance their value-adding potential for 
their organisation. Their'review of empirical re- 
search in this field covered studies in the 
Netherlands, Scandinavia, Austria, Canada, 
Australia and Ireland and reports focal research 
objectives as including intellectual capital frame- 
works and statements, and the measuring and re- 
porting of intellectual capital. The studies 
employed a full suite of research methodologies 
including interviews, case studies, questionnaires, 
annual report content surveys and focus groups, 
with case study being particularly popular. 

Empirical study findings contain somewhat con- 
tradictory aspects. Canibano et al. (2000) report 
studies showing a positive relationship between 
patents and the market value of companies, con- 
tradictory and inconclusive evidence on the stock 
price impact of brands and trademarks, a lack of 
clear relationship between customer satisfaction 
and corporate financial and stock price perform- 
ance and a scarcity of empirical evidence about the 
relevance of human resources to equity valuation. 
Much obviously remains to be done in expanding 
and pursuing this research agenda. However, 
Brennan and Connell (2000) report that on the one 
hand, intellectual capital emerged as being regard- 
ed as important to companies' long-term success, 
with companies managing their own intellectual 
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capital reported as outperforming other companies 
and with human capital being highly regarded as a 
valuable asset. On the other hand, they also find 
that intellectual capital appears to be rarely report- 
ed in annual reports and when reported lacks a 
consistent reporting framework. 

So as Guthrie and Petty (2000) argue, there ap- 
pears to be a deal of empty rhetoric attached to 
measuring, valuing and reporting intellectual capi- 
tal. They conclude that currently there is greater 
corporate interest in understanding the locus of a 
company’s core value than in measuring it. Despite 
these contradictions, the case for accounting re- 
searchers’ greater attention to intellectual capital 
accounting research is amply demonstrated by 
Guthrie and Petty’s observations on the Australian 
economy. They report that while previously the top 
50 companies in Australia were dominated by in- 
dustries requiring heavy capital investment, such 
dominance is now challenged by companies in the 
financial services, media, telecommunications, 
consulting and tourism sectors. By the late 1990s, 
of the top 10 companies, eight had a preponderance 
of intellectual capital. While FER researchers have 
remained strongly wedded to capital markets-ori- 
ented research, a whole new organisational world, 
requiring new and innovative accounting and re- 
porting, appears to be opening up. 


5.4. Internet reporting research 

Internet reporting represents another FER do- 
main that has been experiencing exponential 
growth in the corporate sector, while failing to at- 
tract commensurate attention from accounting re- 
searchers. Craven and Marston (1999) report 
studies of company practice in the late 1990s as in- 
dicating even at that time almost 90% of top 100 
Fortune Global 500 companies, over 90% of top 
UK companies and 90% of all Finnish companies 
have a website. In the European context, Lymer 
(1999) reports observations that corporate web- 
sites have been progressing through developmen- 
tal stages from experimental loading of annual 
reports, then to provision of news and background 
information beyond annual financial data for in- 
vestors, and subsequently towards video feeds and 
real-time voting for AGMs. Further study results 
include the majority of Fortune 150 companies 
loading their earnings announcements onto their 
corporate websites on the day immediately follow- 
ing their public announcement. In terms of moti- 
vation towards corporate internet reporting, to date 
the research suggests that corporate size is posi- 
tively related to financial disclosures on the inter- 
net, extent of financial disclosure is unrelated to 
industry type, country of origin is unrelated to vol- 
untary disclosures on internet, while corporate at- 
titudes to stakeholders may be a more important 
explanator of internet disclosures (Craven and 
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Marston, 1999; Lymer, 1999). 

Lymer (1999) has summarised a raft of issues for 
FER practice and research that will be triggered by 
the further expansion of corporate internet report- 
ing. These include its management, control and 
regulation, the structuring of data and formatting 
of reports, the setting of electronic reporting stan- 
dards, the assuring of reliability and prevention of 
tampering with information and the potential for 
demand and supply of disaggregated data. In addi- 
tion, these developments raise the prospect of new 
forms of external reporting, real-time reporting, 
and the provision of greater volumes of informa- 
tion. Against such far-reaching implications for 
FER stands the relatively limited attention still 
being paid by accounting researchers (Gallhofer 
and Haslam, 2006). 


5.5. Accounting communication research 

This area of FER research tends to have been 
pursued by a small select minority group of re- 
searchers, and over time has received a level of at- 
tention from the accounting research community 
incommensurate with the arguably crucial role of 
effective communication in the FER process. Two 
publications almost a decade apart, reflect on as- 
pects of research in this subject area, Parker’s 
(1986) monograph providing a state of the art re- 
view of communication via financial reports, and 
Jones and Shoemaker’s (1994) review of empirical 
research in content and readability of narratives in 
annual reports. Across the 1980s and 1990s, these 
illustrate the persistence of the issues over time. 
Parker (1986) reports on researcher concerns and 
debates about traditional versus broader scope cor- 
porate reporting objectives, as well as the identity 
of the report audience, including the degree to 
which groups such as private investors and finan- 
cial analysts should be targeted and catered for. 
Studies cited revealed a need for greater attention 
to analysts and sophisticated report user prefer- 
ences and interpretations, and discussions of the 
potential for producing simplified financial pre- 
sentations for private investors also catering to 
their preferences and skills. Indeed, a considerable 
number of studies of private investor report read- 
ing patterns and preferences are summarised from 
the 1970s and 1980s. Studies in this period also 
paid attention to report producer intentions and 
preferences. 

The 1970s and 1980s also saw an upsurge of re- 
porting language and readability studies which 
found ease of reading levels of much of the content 
of annual reports to be pitched at the higher levels 
of difficulty, with reading ease over time appearing 
to be worsening and potentially inaccessible to un- 
sophisticated audiences. Alongside these findings, 
Parker (1986) reports a growing number of studies 
addressing the issue of differential reporting for 
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different target audiences. Possibilities canvassed 
included supplementary reports for financial ana- 
lysts and advisors, separate summary financial ге- 
view sections, separate annual report sections for 
different major user groups, and the further devel- 
opment of summary highlights (year in review) 
statements within. annual reports. Even at this 
stage, Parker found that accounting researchers 
had focused mostly on what Hines (1989a,b; 1992) 
referred to as ‘What is’ research, namely observing 
producer and user behaviour and preferences 
rather than committing to development of models 
or frameworks for future practice. 

Almost 10 years. after Parker’s monograph, 
Jones and Shoemaker (1994) reviewed the use of 
empirical content analysis studies of narrative dis- 
closures in FER research. This type of research has 
fallen into two groups: 


a. identifying and analysing major themes within 
reports; 


b. analysing the cognitive ease of readership of re- 
port contents. 


Thematic studies have investigated management 
attitudes towards issues such as social responsibil- 
ity, environmental performance and ‘good’ or 
‘bad’ financial performance. They have examined 
for correlations between narrative disclosures and 
financial performance indicators, extracted key 
themes in tax case court records, examined the im- 
pact of comment letters on accounting standards 
pronouncements, and examined narratives for 
compliance with standards or violations of quality 
control. Readability studies have investigated the 
degree of difficulty in reading annual reports, dif- 
ferences in reading difficulty between different 
sections. of annual reports, differences in reading 
difficulty between different types of reports (e.g. 
employee reports versus summary highlight state- 
ments), whether annual reports have become more 
difficult to read over time, and associations be- 
tween reading difficulty and other variables such 
as net profits, and other risk and return indicators. 

Overall, research to date has found that annual 
reports are generally pitched at the difficult or dif- 
ficult to read level, and that over time, annual re- 
ports have become increasingly difficult to read. 
However, such conclusions are limited by the lack 
of consensus about the degree to which readability 
measures approximate people’s comprehension. 
Jones and Shoemaker (1994) signal a range of is- 
sues for further research in this area, including de- 
veloping new theories to better understand 
management motives and behaviour in the com- 
munication process, changes in readability over 
time, comparisons of readability of a full range of 
corporate report types, cross-national differences 
in readability, and accounting texts readability. 

One other aspect of accounting communication 
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research deserves mention here. Corporate finan- 
cial reporting to employees experienced an up- 
surge in interest among accounting researchers in 
the 1970s and early 1980s (e.g. Purdy, 1981; Pope 
and Peel, 1981). Parker (1977) documented British 
developments in the 1970s, and Lewis et al. 
(1984аЪ) examined the fluctuating levels of man- 
agement and accounting research attention to this 
subject over most of the 20th century, finding a 
lengthy but intermittent history of both research 
and practice, as exemplified in a range. of papers 
published in journals and books across the US, 
UK, Australia and elsewhere (Parker, 1988). While 
not entirely surprising given Lewis et al.’s findings 
of researchers’ fluctuating interest in this subject 
across (approximately) 20-year cycles, it remains 
nonetheless curious that since the mid to late 
1980s, except for some interest in wage bargaining 
disclosure (Frantz and Walker, 1997; Pope and 
Peel, 1997), virtually no further accounting re- 
search has been published on this. Arguably, many 
employees devote a greater percentage of their 
lives to their employing organisation than any 
shareholder or creditor, and therefore merit serious 
consideration as a stakeholder for FER purposes. 
On the other hand, the dramatic moves in western 
economies over the past 20 years towards casuali- 
sation of the workforce may be signalling a new 
attitude towards employees as a disposable, tem- 
porary, external resource no longer meriting any 
targeted FER. However, such an explanation fails 
to account for the apparent rising interest in ac- 
counting for intellectual capital, unless employees’ 
knowledge is to be accounted for as a valuable 
asset, but as increasingly temporary outworkers, 
they are no longer to be accounted to! 
Accountability and ethics issues loom large for ac- 
counting researchers who might care to consider 
this apparent contradiction. 


5.6. Social and environmental accounting research 

Just as Beattie’s (2005) study has found, social 
and environmental accounting (SEA) research has 
emerged as a significant subset of the contempo- 
rary FER research literature. Yet it is still being ig- 
nored by the majority of accounting researchers 
and by some (particularly North American) lead- 
ing research journals. Significantly, a number of 


` reviews.of developments in this field of research 


have been written in recent years. These include 
papers by Mathews (1997, 2003, 2004), Gray 
(2000, 2002), Belal (2002), Berthelot et al. (2003) 
and Parker (2005b). . 

Observations from across these review studies 
suggest that the community of SEA researchers, 
while growing, remains a relatively small minori- 
ty group in the overall cohort of FER researchers, 
with few such SER researchers to be found in 


. North America. A variety of theories inform SEA 
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research, with a healthy related debate and intro- 
spection ongoing within the research community. 
Again consistent with Hines’ (1989a,b, 1992) con- 
cerns about an excessive focus on researching 
‘what is’, such SEA researchers as Gray and 
Mathews call for renewed attention to the norma- 
tive research agenda, with Gray (2002), Adams 
(2002), and Parker (2005b) calling for greater at- 
tention to studies that include researcher engage- 
ment with actual corporate reporting practice in 
the field. Alongside their critiques of academic re- 
searchers’ engagement with practice, is the report- 
ing of studies indicating that despite growing 
numbers of companies at least acknowledging so- 
cial and environmental issues in their reports, 
practising accountants themselves appear to be 
barely, if at all, engaged. By way of caveat, just as 
SEA researchers have lately discussed and debated 
the risk of ‘capture’ of the SEA field by corpora- 
tions and others for their own purposes, so Belal’s 
(2002) study of UK firms’ SEA reporting practices 
suggests that many corporations’ commitment to 
and practices in SEA are limited to a self-serving 
interest in boosting corporate profits and manag- 
ing stakeholders rather than being committed to 
open and transparent accountability. 

Parker’s (2005b) study reveals a trend in the re- 
cent past for researchers to be focusing upon envi- 
ronmental accounting and reporting to the 
detriment of social responsibility issues such as 
minority employment, employee health and safety, 
corporate philanthropy, community relations and 
ethical investment. Parker’s study also reports the 
utilisation of the full suite of research methodolo- 
gies by SEA researchers, including field/case 
study, interviews, surveys, and content analysis. 
Major topics of focal attention in the published lit- 
erature include national practices, national com- 
parisons and regulations, international codes and 
standards, and external disclosure generally. 

It should also be acknowledged that SEA re- 
search has also included a considerable number of 
capital market-based studies looking for relation- 
ships between SEA disclosures and their drivers 
such as corporate size, industry category and so 
on, and for relationships between SEA disclosures 
and corporate profits. Findings have been mixed 
and contradictory. The best that can be said is that 
propensity to disclose appears to be positively re- 
lated to corporate size, exposure to litigation, ex- 
tent of media attention, and environmental lobby 
group action (Berthelot et al., 2003). In terms of 
the association between SEA disclosures and cor- 
porate profits or stock prices, generally evidence 
to date suggests that SEA disclosure does not ap- 
pear to be associated with reduced profits, but on 
the other hand it cannot be clearly said to be asso- 
ciated with profit increases (Berthelot et al., 2003). 
Such mixed results most likely prompted 
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Saudagaran and Meek (1997) to exclude this field 
from their review of research into international 
capital markets and financial reporting by multina- 
tional firms, stating that the relationship between 
such capital markets and this form of reporting 
was not yet clear. 

Particularly from the more UK/European рег- 
spective, more critical theoretical frameworks are 
being brought to bear by SEA researchers con- 
cerned to challenge the corporate/institutional sta- 
tus quo and to move the SEA focus firmly back 
onto social and environmental accountability to 
community and society. What remains as a chal- 
lenge to the FER research community is the major 
profile being given to corporate social and envi- 
ronmental issues, impacts and disclosure by gov- 
ernments, communities and media around the 
globe. How much longer can the majority of the 
FER research community continue to ignore these 
major ecological, social and political develop- 
ments? 


6. Collegial reflections 

As outlined in the paper’s introduction, 12 UK ac- 
counting professors were interviewed with respect 
to their assessments of the state of FER research 
and its trends. These interviews took the form of 
semi-structured dialogical interviews conducted in 
person or per telephone, during which the re- 
searcher and interviewees explored and developed 
a discourse between them on the focal issues sug- 
gested by the researcher (Glesne, 1999; Fontana 
and Frey, 2000; Flick, 2002). What follows is an 
exploration of major issues relating to FER re- 
search that is informed by the researcher’s analysis 
of and reflection upon the professors’ inputs. 


6.1. Through the finance lens 

Economics-based finance has had major impact 
on contemporary FER research, with the econom- 
ic finance-based markets lens arguably constitut- 
ing the ‘mainstream’ FER research preoccupation. 
This has manifested itself in forms such as model- 
ling cause-effect relationships between accounting 
information/policies and stock prices, accounting 
standards impacts on financial markets and the 
value of the firm, events studies, and an increasing 
colonisation of the field by econometric inspired 
mathematical and statistical analysis. The focus is 
upon wealth maximisation and risk management. 
Markets have become regarded as the central 
game: unchangeable and unchallengeable. Despite 
market anomalies, investors’ irrationalities, and 
the interplay of a range of societal constituents, 
many FER models remain tied to an artificial, 
economistic, positivist view of the world and, 
despite some nuancing of the efficient markets be- 
liefs through behavioural analyses, largely un- 
changed. While some criticisms of FER practice 
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arguably led to quantitative approaches to studying 
reporting phenomena and their causes, the ap- 
proach has persisted in its focus upon studying 
what FER is, rather than what it ought to be like. 

The primary sources of this finance impact ap- 
pear to be the mimicking of North American posi- 
tivist FER research which is dominated by the 
finance lens, and the migration of economists, 
econometricians and economics-based finance 
doctorates into business schools and accounting 
and finance departments. This influence has been 
accentuated by editors and referees for accounting 
research journals acting as gatekeepers who can 
oftentimes require adherence to finance-based 
FER research questions, designs and papers as a 
minimum passport towards being considered for 
publication. It has also attracted researchers with 
access to and enamoured of large database re- 
search, which allows them to capitalise on their 
training and the efficiencies of trawling through 
familiar databases. The focus on finance-driven 
FER issues rather than accounting-focused issues, 
may to some extent reflect the presence of increas- 
ing numbers of FER researchers who have strong 
finance training and much less familiarity with ac- 
counting theory, method and practice. 

What have been the observed outcomes of these 
trends? While finance-based FER research has re- 
mained focused on retrospectively trying to make 
sense of what FER is and has been, the policy re- 
lated ground of trying to define what forms it can, 
will and should take has received much less atten- 
tion of late. As one professor put it, ‘FER re- 
searchers have a trainset vision with levers that 
they repeatedly pull. They don't look for interest- 
ing sidings or new levers, and they don't go look- 
ing at actual trains. So their research is abstracted 
from what's happening on the ground.' Or as an- 
other professor commented, *While mathematical 
models and studies may be statistically valid, they 
may not be socially important.' So FER research in 
many cases may be missing the ‘big picture’: va- 
cating the accounting standards, policy and prac- 
tice ground. What concerns some accounting 
professors is that the finance theories tend to se- 
duce researchers into believing that markets are 
‘correct’ and not to be challenged. Accounting be- 
comes redirected into attempting to comply with 
and shape itself to conform with market reactions. 
This may to some degree reflect a compliance- 
based approach to accounting teaching becoming 
reflected in a compliance oriented approach to ac- 
counting research. Thus we may be developing, as 
one professor argued, 'a market for information 
addicts’, with accounting being used as fodder for 
what are largely finance-based studies of markets. 


* Notably international accounting research has not fol- 
lowed an exclusively markets-based research orientation. 
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In the meantime major issues of FER policy, stan- 
dards development, accounting system critiques, 
and broader societal reporting requirements appear 
to be taking second-class seats in the train. 


6.2. Current dominant research issues 

Professors’ views on the issues currently domi- 
nating FER research were largely consistent with 
their views on the finance orientation discussed 
above. The research agenda appears to remain 
locked into a strongly technicist orientation, in- 
cluding market impacts of accounting disclosures 
and standards, a continuing preoccupation with 
modelling large firm behaviour, and a significant 
representation of international accounting re- 
search.^ The latter has become manifest in atten- 
tion to International Financial Reporting Standards 
(IFRS), which one professor referred to as ‘the 
MacDonaldisation of accounting'. Others raised 
research questions such as the degree and desir- 
ablility of international accounting standards being 
oriented towards the requirements of the powerful: 
large investors and creditors, to the exclusion of 
other constituents. They also remarked on the like- 
lihood of FER researchers waiting to pick over the 
bones after the event: that is, studying the impact 
of IFRS several years after their introduction, 
rather than researching and contributing to the re- 
porting methodology and frameworks before the 
event, and examining the forces driving FER glob- 
alisation as they occur. 

From a corporate governance perspective, the 
major corporate crashes such as Enron are regarded 
as having triggered at least some concerns regarding 
financial reporting by FER researchers from across 
the finance and critical perspectives. Some profes- 
sors, however, observed that for most finance-based 
researchers, it is ‘business as usual’, with FER re- 
searchers operating from other paradigms being left 
to reflect and critique accounting policy and prac- 
tice implications; particularly concerning the report- 
ing of and corporate accountability for directors’ 
and senior managements’ remuneration, share op- 
tions and golden handshakes. Associated issues of 
corporate and professional ethics, the role of audit, 
and some degree of increased interest in corporate 
information and reporting design processes occur- 
ring within organisations have also been involved in 
this reflection and critique. 

Other FER-related areas observed as attracting 
greater interest among UK researchers include so- 
cial and environmental accountability and report- 
ing, FER for non-profit/non-government and small 
to medium-sized organisations, as well as PFI and 
private-public partnership reporting in the public 
sector. 


5.3. The methodological toolkit 
As discussed above, the FER methodological 
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toolkit is seen to be dominated by statistical and 
mathematical modelling, positivist market event 
studies, and finance-oriented use of accounting 
data? These approaches are arguably influencing 
the way in which researchers construct their defi- 
nitions of the very problems they try to solve: 
problems being redefined to fit the tools that FER 
researchers prefer to employ. In addition, profes- 
sors argued that much of this research is little read 
by accounting researchers, students or profession- 
als, particularly given the mathematical and statis- 
tical languages employed. Again, the FER research 
community may be risking an incestuous dialogue 
with itself! 

Professors pointed to the need for greater FER 
research efforts employing case and field research 
methodologies to provide access to longitudinal, 
processual data, and for generating policy/practice 
relevant theories and questions for larger scale em- 
pirical studies. They also called for a greater spec- 
trum of methodologies including interpretive 
qualitative analyses, interview methods, critical 
theories’ application, and sociologically derived 
perspectives that facilitate a broader, more critical 
set of assumptions than the economics-finance 
stream currently entertains. 

With reference to the earlier discussion of the 
drivers of the finance-oriented FER research, a 
number of professors returned to the theme of 
journal influence upon FER researcher method- 
ological choices. In this respect, the privileging of 
North American journals in many UK business 
schools and accounting and finance departments, 
induces the design of FER research projects and 
objectives to fit the positivist finance methodolo- 
gies preferred by North American accounting and 
finance research journals. Ín this sense, the cart 
may well be pushing the borse! 


64. Neglected urchins? 

While it is academically comfortable and cus- 
tomary to critique what is being done, the question 
of absences and vacant spaces deserves attention, 
since moving future FER research focus and tra- 
jectory is at least partly reliant upon identifying 
those areas and issues awaiting the glare of the re- 
search spotlight. Some identifiable areas are re- 
flected in issues covered in the above discussion. 
They include further research into the impacts of 
globalised accounting standards application, par- 
ticularly in countries with developing economies 
and non-western national and ethnic cultures. 
They also include calls for even greater attention 
by FER researchers to social and environmental 
reporting, accountability and FER for enhanced 
corporate governance, and a greater quantum of 


5 Much like social scientists can sometimes employ histori- 
cal data in a decontextualised, ahistorical manner. 
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insider investigation into accounting and reporting 
design and production processes and related inter- 
nal organisational reporting practice decision- 
making. Also seen as deserving a higher place on 
the FER research agenda are the potentially unique 
contexts and requirements for accountability and 
reporting by non-government, non-profit organisa- 
tions, corporate watch groups and lobby groups 
developing counter-information on corporate per- 
formance and impacts, as well as the processes 
through which accounting standards are negotiated 
and regulated. 

Given the massive developments in communica- 
tion, and particularly electronic communication 
within societies worldwide, the modes and effec- 
tiveness of accounting communication and presen- 
tation, and the vistas, opportunities and problems 
opened up through internet reporting are observed 
to be curiously neglected by the FER research 
community. Related to these are issues of report- 
ing to and report usage by groups such as employ- 
ees, small investors, financial analysts, investment 
trusts, environmental and community groups and 
government regulators. Specific (and arguably 
more technicist) accounting issues awaiting fur- 
ther attention are seen to include accounting and 
reporting for goodwill and intangibles generally, 
intellectual capital, internal/external reporting 
linkages, and issues relating to corporate gover- 
nance such as the appropriate length of the report- 
ing period, the feasibility of audits for increasingly 
complex organisations, the adequacy of account- 
ing's representation of complex operations, and 
the relationship between standards of accountabil- 
ity and trust. 

Professors interviewed also pointed to an even 
broader canvas. The question was raised as to 
whether both agency and stakeholder theory per- 
spectives have stagnated in their general usefulness 
and insights for many FER studies. Opportunities 
for greater application of social theory lenses, re- 
search grounded in inductively generated theory, 
sociological and ethics theories, and 'bigger pic- 
ture’ theories are all seen as available. At the same 
time, there 1$ a call for broader narratives that en- 
gage FER with public policy, reporting beyond 
minimum legal or standards compliance, and de- 
veloping reporting frameworks that can return the 
FER focus from a rules to a principles orientation. 


6.5. Into the unknown 

Professors interviewed were asked what they 
considered to still be the ‘big unknowns’ in the 
FER field. Their responses coalesced around a 
number of themes. Consistent with Hines' critique, 
many identified lacunae with respect to norma- 
tive policy questions about what ought to be (rather 
than the current preoccupation with ‘what is’). 
How well do company accounts reflect what is re- 
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ally going on in companies? Why do we persist 
with current reporting structures and routines, de- 
spite their publicly identified limitations? To which 
stakeholders should organisations really report and 
how? What areas of information not currently cov- 
ered in annual reports should be accounted for and 
disclosed? The latter raises the issue of broader 
scope reporting. Is there room for alternative forms 
of reporting reports for specific groups or commu- 
nities and addressing specific issues such as intel- 
lectual capital, social and environmental impact, 
counter-reports on organisations, and more? 

Have we yet learned all we can about the inside 
workings of accounting policy formation process- 
es? While there have been well-researched efforts 
in accounting standards lobbying research, we still 
lack insider interview, field study-based processu- 
al research that penetrates policy deliberations, ne- 
gotiations, influences, rationales and decisions. 

Interviewed professors also called for a return to 
fundamental questions of what would be useful in 
report disclosures and to whom? What do report 
producers intend? Who are they targeting? How do 
organisational constituents and communities really 
perceive FER? How is reported information used 
and why? To what extent is it trusted or relied 
upon? Which groups read reports? What do they 
read, why, and what do they learn? Does it matter 
if no-one reads them? Have analysts' briefing 
meetings supplanted formal external reports to all 
intents and purposes? Is the FER act of public ac- 
countability sufficient in itself? In many respects, 
these are also processual questions which FER re- 
searchers once considered, but of late have tended 
to neglect. They require direct researcher engage- 
ment in the field. Desk research alone cannot pen- 
etrate these issues in practice. 

Again on a corporate governance theme, ac- 
counting professors raised the issue of FER’s at- 
tempts to portray a snapshot of financial 
performance and status of increasingly complex 
organisational structures and operations: question- 
ing just how achievable this really is! As reporting 
frameworks attempt to cope with more and more 
organisational and environmental complexities 
and uncertainties, does their credibility come 
under greater threat as they attempt to capture a 
host of uncertainties in a turbulent post-modern 
world? Continuing crashes of major companies in- 
ternationally suggest otherwise. Are accountants 
complicit in presenting images of orderly markets 
and organisations under control, when in fact 
they are spinning out of control? How do we 
grapple with the interrelated technical and ethical 





6 For example, corporate and accounting fraud and failure, 
environmental sustainability, accounting for intellectual capital. 

? Including policymakers, report producers, report audiences, 
and regulators. 
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reporting and competency issues involved? 


6.6. Some failing grades 

So where and in what respects have today's FER 
research community failed? While such a question 
predisposes interviewees to a strong critique, we 
arguably have more to learn from its application. 
The interviewed professors were notably expan- 
sive on this question. The themes can be sum- 
marised as a narrow theoretical and technicist 
focus, practice engagement, and critique of the sta- 
tus quo. 

Many FER researchers can be criticised for their 
adherence to one theoretical perspective, so that 
research tends to be confined to a particular eco- 
nomic or sociological or critical theory, ignoring 
opportunities to bridge these theoretical divides 
and draw on interrelationships and cross-fertilisa- 
tions that may be on offer. In addition, the various 
positivist, qualitative and critical researcher 
groups are argued to be reading each other less and 
less, thereby accentuating the divide between re- 
search traditions and their knowledge sets. This 
narrowness has been accentuated by positivist re- 
searchers’ tendency to go in search of problems 
amenable to their own specialist toolkit: solutions 
in search of problems to solve. This has had the 
consequence of FER areas and issues being re- 
searched becoming less and less policy-oriented 
and relevant and becoming increasingly smaller in 
focus and scope. Context and complexity risk 
being sterilised from the discourse. This consti- 
tutes a general failure to address the social, institu- 
tional and political world that FER inhabits. 
Modelling and theorising continue apace, regard- 
less of their glaring limitations and remoteness 
from accounting policy and practice. The bigger 
societal, policy questions of major potential fu- 
ture impact upon business, governments, commu- 
nities and the accounting profession are largely 
ignored by the majority of FER researchers. 

Professors interviewed voiced strong criticisms 
of FER researchers' failure to directly engage with 
corporate and professional practice in several re- 
spects: researching actual live or historical organi- 
sational, business and professional cases, pursuing 
direct involvement in professional and business 
associations, focusing on actual accounting and 
business practices, and directly interrogating and 
observing decision-makers.’ By failing to directly 
address decision-makers, FER researchers are seen 
at risk of failing to understand those people's per- 
spectives and problems, and thereby produce find- 
ings only of interest and relevance to a small group 
of fellow researchers using their material for simi- 
larly abstract research. Greater attention to these 
aspects has the capacity to refocus FER researchers 
on the bigger picture policy issues of today. 

Underpinning all the above is an observed gen- 
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eral failure among many FER researchers to ques- 
tion and challenge conventional wisdom concerning 
corporate accountability and external reporting, 
preferring instead to pursue incremental studies of 
highly specific technical procedures and behav- 
iours in artificially contrived modelling scenarios. 
Current practices and policies are thereby taken for 
granted, ‘explained’ and legitimised. 

Professors again attributed such failures to char- 
acteristics and behaviours of the accounting re- 
search community. These include researchers 
becoming wedded to particular methodological 
skills and databases they have acquired, continu- 
ing with additional research projects that keep 
their strand of research alive, regardless of its busi- 
ness or societal significance.’ Researchers were 
observed by one professor to ‘hunt in packs’: spot- 
ting publishable topics, theories and methodolo- 
gies being welcomed by targeted journals, and 
joining the pack of researchers in search of ready 
acceptance by journal editors, and leaving other 
important issues and fields unvisited. The insuffi- 
ciently addressed need for processual research is 
seen as time-consuming and more difficult to pub- 
lish in an RAE world of time pressures and top 
journal ‘scores’. Research publication itself has 
become a qualifying, badging mechanism for aca- 
demics’ marketability, so that the nature and im- 
portance of the problems or questions addressed 
matters less than the number of papers published 
in prestigious journals. The ultimate failure lies in 
accounting research becoming an end in itself. 


6.7. The FER — corporate governance schema 

Corporate governance is now addressed across 
many different research literatures: management, 
information systems, marketing, finance and ac- 
counting. While one or two professors saw corpo- 
rate governance as a somewhat elastic topic which 
currently was experiencing a bandwagon effect 
among both professionals and researchers, the vast 
majority of interviewed professors saw significant 
and wide-ranging relationships between FER and 
corporate governance. The range extends from re- 
search into FER’s role in enhancing shareholder 
value to its potential for improving social and en- 
vironmental reporting. Their views on the corpo- 
rate governance schema reflected the analysis of 
unknowns and failures presented above. 

A corporate governance perspective on FER 
however, is valued as a means for raising and ad- 
dressing the big questions: 


* What types of information can and should ac- 
countants produce for corporate governance 
purposes? 





8 Or insignificance! 
? Including investment trusts, hedge funds, pension funds, 
trade associations. 
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¢ То whom are organisations and the accounting 
profession accountable and to what extent? 


* What scope of information should be provided 
to meet society's requirements for responsible 
corporate governance? 


* What will be the accounting profession's FER 
roles and responsibilities in the post-Enron and 
Sarbanes-Oxley world? 


* How shall we define and address the public in- 
terest dimensions of FER in the future? 


In addition to addressing such major questions, 
FER research faces an agenda-balancing chal- 
lenge. This is a matter of the proper treatment and 
balance of meeting the accounting responsibilities 
for ensuring transparency and accountability, 
while at the same time assisting with the assess- 
ment and management of risk by all organisa- 
tional and societal constituents. Such issues 
immediately refocus us upon questions of ethics. 
As one professor put it, we need a fundamental re- ` 
examination of the accounting profession's FER 
role, including corporate and accounting profes- 
sion self-interest, public interest, and relationships 
with the investing community, the community at 
large and the State. This remit goes well beyond 
focusing solely upon markets. 

The FER view of corporate governance has at 
times arguably been too narrow: again focusing 
upon markets and large investor reactions. The 
challenge is far beyond these. The use (or non-use) 
of and approaches to FER by boards of directors 
and audit committees needs processual field re- 
search. Compared to the corporate private sector, 
we know even less about FER — corporate gover- 
nance relationships and processes inside non-prof- 
it organisations. There is also a question as to why 
public sector organisation developments in devel- 
oping and reporting efficiency and effectiveness 
key performance indicators has not been mirrored 
in the private sector? It has barely been consid- 
ered. The current and potential roles of large insti- 
tutional investors? in the governance of corporates 
in which they have a major stake, and their role in 
FER production and use within such corporates 
also begs for a well-developed stream of qualita- 
tive research that investigates what they do, how 
they do it and why. As one professor summarised 
this picture: ‘Corporate governance can be a uni- 
fying framework to bring all this together.’ This 
was echoed by others who saw the potential for 
framing accounting policy debate and develop- 
ment within a corporate governance perspective, 
who advocated the recognition of a broader con- 
stituency (than simply investors) which FER 
should address within a corporate governance con- 
text, and who argued for a broadening of re- 
searchers’ attention to FER’s corporate governance 
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role in a civic society. 

As some were moved to observe, we need to find 
out much more about what is really going on. We 
need to talk directly to the full range of FER con- 
stituents: producers, recipients, targets and third 
parties. We need to find out much more about their 
motivations, reactions, behaviours and require- 
ments. We need to better understand the processes 
and impacts of the full range of organisational ac- 
countabilities being demanded by investors, advi- 
sors, employees, creditors, communities and 
governments. We need to pay equal attention to 
FER in the private, public and Чита! sectors. We 
need to better understand the patterns of and in- 
tents behind voluntary versus compliance FER. In 
summary, we need far deeper understandings and 
critiques of the processes of FER in corporate gov- 
ernance, the drivers, and the hidden as well as 
manifest agendas. 


7. Towards a research policy agenda 

A number of observations can be made and impli- 
cations drawn from the findings reported in this 
study. There is a strong argument to suggest that 
FER is a socially constructed phenomenon pur- 
porting to operate in and represent a social, politi- 
cal, institutional as well as economic world. What 
FER researchers choose to focus upon, and via 
what means, begins to socially construct how oth- 
ers will see their world and what they will see to 
be its significant issues and problems. So both re- 
searchers and professional accountants play a sig- 
nificant role in constructing others’ perceived 
realities: a significant responsibility. 

Accounting research publishing studies, FER re- 
search subject area reviews and interviews with 
leading FER researchers all consistently observe a 
finance-driven, economics-based, markets focus in 
a large proportion of contemporary FER research. 
The preoccupation is one of modelling predictive 
relationships between inputs and outputs in search 
of maximising value to the investor. The econom- 
ic market is a ‘giver’ and accounting aims to ad- 
just and service accordingly. This presents a 
worldview that is almost exclusively economic. 
Social, institutional and political context are ster- 
ilised out of the picture in favour of an abstract, ex- 
istentialist portrait. This dramatically changes the 
way both researchers, accountants, and FER audi- 
ences will see their world. It potentially corrupts 
both business and societal perception and behav- 
iour, with potentially long-term dysfunctional con- 
sequences for society and its institutions. 

In focusing obsessively upon mathematical and 
statistical representations of ‘what is’, the FER re- 
search community faces a number of significant 





10 ie, voluntary non-profit. 
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risks. First, it may be applying comfortably famil- 
iar tools to examine well-worn topics and ques- 
tions that are becoming smaller, narrower and less 
significant over time. Second, it may be reifying a 
private language accessible only to insiders and 
believers within particular theoretical and method- 
ological clubs. As such, its research will become 
self-referential, read by no ‘outsiders’ and only 
used as a scoring mechanism in the academic job 
market: the findings on offer mattering to no-one. 
Third, the present balance of business interests, 
and the ongoing history of corporate reporting ma- 
nipulations, frauds and failures will remain accept- 
ed and unchallenged. Policy change will not come 
from the FER research community. They will re- 
main as disinterested spectators on the sidelines, 
while others are left to play the main game. 

The failure of many FER researchers to react to 
the environment around them is amply evidenced 
by the FER subject area research reviews exam- 
ined in this study. Across the various subject areas 
examined, one common theme emerges. 
Oftentimes, the reviewers cited in this study have 
observed researchers to be persisting with tradi- 
tionally pursued topics and research questions 
while apparently ignoring major shifts that have 
been occurring in the environment directly affect- 
ing their research subject area. For example, many 
capital markets and international accounting re- 
searchers have been observec to ignore or accept 
as a given, the predominantly westernised, large 
business-oriented globalisation of accounting stan- 
dards. Its shape, orientation and impact on a wide 
diversity of countries, cultures and contexts, re- 
mains on the whole unquestioned. Intellectual cap- 
ital accounting research still struggles for a place 
in the sun when most developed economies have 
evidenced a shift to predominantly service indus- 
tries in which knowledge and human capital are 
the prime assets and value-drivers. Internet report- 
ing and accounting communication research re- 
main minority pursuits in the midst of a whirlwind 
of communications technology and associated 
human behaviour change. Social and environmen- 
tal accounting research, despite promising signs of 
growth, remains ignored by ‘traditional main- 
stream' researchers and journals despite a massive 
upsurge in national and international public de- 
bate, media attention, community concern, and 
government focus and regulation with respect to 
global warming, water and air pollution, and land 
degredation. 

How and why has this happened? Again, ac- 
counting research commentators and interviewees 
reported in this study converge on some of the ex- 
planations. They cite the types of doctoral training 
being provided as locking new scholars into 
methodological strait-jackets, predefining prob- 
lems to fit the preferred tools available and pre- 
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cluding the ‘bigger picture’, the ‘larger questions’. 
They cite the tendency of North American research 
to be increasingly colonising business school and 
academic accounting community views on what 
are acceptable research problems, methodologies 
and publication venues. They cite the combination 
of RAE or other national government теазиге- 
ment and timing pressures which predispose re- 
searchers to construct ‘neat’ projects amenable to 
time-efficient data collection and analysis, and 
high publication probability in highly-ranked 
North American!! journals. 

What is the alternative? This study argues that 
we must return to the empty spaces and silences in 
our discipline. We need to re-engage directly with 
the full spectrum of FER constituents. We have 
much to learn from investigating the processes that 
take place in what the modellers treat as a black 
box. Corporate governance is both an issue of 
great community concern and a great opportunity 
for FER research, particularly in the wide-ranging 
Scope and integrative framework it offers as a 
basis for redirecting our focus to the major corpo- 
rate governance issues and responsibilities of our 
day. Some ‘old’ questions resurface as deserving 
serious revisiting by the FER research community: 
What is to be the FER role in this dramatically 
changing, globalised, high-technology world? 
What types and scope of information are required? 
What will be the accounting profession’s roles and 
responsibilities in an increasingly complex and 
fast-changing organisational, economic, social, in- 
stitutional and international environment? These 
are clearly the ‘big’ questions of the day. The vital 
question is whether the FER research community 
has the ability and willingness to engage them? 
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Financial and external reporting research: 
the broadening corporate governance 


challenge 
A comment 


Simon Archer* 


Professor Parker raises some important issues con- 
cerning the shortcomings of, and major issues ig- 
nored or inadequately addressed by, mainstream 
research into what he calls Financial and External 
Reporting (FER). My concern is that because of 
the way he chooses to raise these issues, he may 
find himself largely preaching to the converted. 
For his critique of mainstream FER research is not 
merely polemical in tone, but is lacking in philo- 
sophical or historical perspectives, and his propos- 
als for re-orientating FER research overlook some 
key issues of research training and theory develop- 
ment. One could expect a more balanced, yet still 
critical, appraisal taking account of such perspec- 
tives and issues to be more persuasive, and hence 
more likely to provide the impetus for re-orientat- 
ing FER research which Parker seeks. 

In this comment, I seek to contribute to such an 
appraisal by giving emphasis to these historical 
and philosophical perspectives and issues. I start 
by considering mainstream FER, and Parker’s cri- 
tique of it, from an historical perspective with 
attention to philosophical issues, notably the onto- 
logical issue of realism. I then examine Parker's 
proposals for re-orientating FER research around 
issues of corporate governance. While proposing 
corporate governance as a focal set of issues for 
FER research is an excellent idea, it can be seen 
that Parker’s proposals not merely beg some im- 
portant questions but do not even constitute an out- 
line of a strategy for moving FER research 
forward. 


Parker's critique of mainstream FER research 
The methodological and epistemological charac- 

teristics of mainstream FER research are rarely 

made explicit in the research publications. The 
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book by Watts and Zimmerman (1986) which re- 
viewed a considerable number of such publica- 
tions was entitled Positive Accounting Theory. 
One might infer from this that one of those char- 
acteristics is positivism. However, consulting 
philosophical dictionaries gives no very clear idea 
of what ‘positivism’ is. Some historical context is 
required in order to understand the relevant sense 
of the word. In FER, the term ‘positivism’ may be 
suggested by the desire of FER researchers to 
move away from the attempts in the 1950s and 
1960s (perceived as fruitless) to develop a body of 
normative accounting theory (NAT) as a basis for 
the setting of rules or ‘principles’ for financial ac- 
counting, and to examine FER empirically as a set 
of socio-economic phenomena. This desire started 
to manifest itself in FER in the late 1960s and 
early 1970s, with what I have termed the ‘empiri- 
cal turn’ in financial accounting research (Archer, 
1993, 1998). The year 1972 saw the publication by 
the American Accounting Association of the 
Statement of Accounting Theory and Theory 
Acceptance, which concluded that there could be 
no ‘theory closure’ in NAT. 

The ‘turn to empiricism’ might be described as 
positivist both in the sense that it did not seek to 
lead directly to normative conclusions (e.g. re- 
garding rules or ‘principles’ of financial account- 
ing), and in its ‘emphasis on quantitative data and 
precisely formulated theories’ (Kincaid, 2000). 
According to Parker, this research was charac- 
terised ontologically by external realism, research- 
ing ‘what is’ in a world ‘out there’, while (as 
Hines, 1988, suggests) the researchers in question 
were participating in the reification and legitimisa- 
tion of a capitalist status quo in which the logic of 
markets goes unchallenged. This is debatable, to 
say the least, and such ideologically-based objec- 
tions to the research in question may miss an im- 
portant point concerning the ontological 
standpoint, not of FER researchers, but of an ar- 
guably more influential group, namely the finan- 


56 


cial accounting standard-setters, issuers of the US 
Financial Accounting Standards — Board's 
Statements of Financial Accounting Concepts and 
of the UK Accounting Standards Board's 
Statement of Principles, who indeed take an exter- 
nal realist view of ‘economic reality’ and ‘repre- 
sentational faithfulness’ (Archer, 1997). 

The ontological standpoint of external realism 
may be criticised from perspectives other than that 
of social constructionism; for example, from that 
of internal realism as proposed by Hilary Putnam 
(Putnam, 1981; Alexander and Archer, 2003). 
Moreover, criticisms regarding the reification and 
legitimisation of a capitalist status quo would be 
better directed at the endeavours of professional 
accounting bodies to produce conceptual frame- 
works for external financial reporting (which are 
in fact a form of NAT) rater than at empirical re- 
searchers. 

What can be fairly said of the latter, however, is 
(as Parker notes) that the ‘precisely formulated 
theories’ used in such research have been almost 
exclusively drawn from neo-classical microeco- 
nomics, and the quantitative data have predomi- 
nantly been secondary data obtained from the large 
electronic databases of share prices and financial 
statements that began to be available in the late 
1960s. It is these latter characteristics that Parker 
seems to find so objectionable. But this is not a 
problem of positivism as such. A positivistic ap- 
proach can be adopted using, for example, theories 
from the sociology of organisations, as in the or- 
ganisation theory discussed and defended by 
Donaldson (1985). Moreover, such an approach 
does not imply the use of secondary data only. 
What Parker seems to be objecting to in main- 
stream FER research is not positivism as such (al- 
though he uses the word as a term of abuse), but 
rather economism (the tendency to reduce all so- 
cial science to economics) and external realism 
(the ontological position of envisaging reality 
‘separately from thought, language and social 
practices’). 

However, it is not clear that the researchers in 
question have any commitment (ontological or 
methodological) to external realism, or indeed to 
economism. What is undeniable is that a combina- 
tion of theories from microeconomics and data 
from large electronic databases provided a very 
convenient (and arguably quite fruitful) basis for 
the ‘empirical turn’ in FER research. One сопзе- 
quence of this has been a lack of training of would- 
be FER researchers in other social science 
disciplines (such as sociology and social psychol- 
ogy) and research techniques (such as case studies) 
that might permit a different set of questions about 
PER to be addressed, as well as some questions 
raised but not answered by the existing main- 
stream research. While this lacuna in research 
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training is indeed regrettable, such regrets are not 
a justification for the kind of hostility towards cap- 
ital markets-based and similar FER research of a 
‘North American’ variety that we find expressed in 
Parker’s critique. 

Social constructionists dismiss such research on 
certain philosophical (mainly ontological) grounds 
which imply that its type of empiricist approach is 
inappropriate. But one does not need to be any 
kind of a social constructionist to take the view 
that the nomologically-oriented empiricism char- 
acteristic of research in the natural sciences is in- 
appropriate in social science research of which 
FER research is a part. For example, Ravetz (1971, 
ch. 14), surely no social constructionist, also warns 
of the problems that arise when researchers in a 
field that 'attempt[s] to study human behaviour 
[adopt] ... the style of the mathematical-experi- 
mental natural sciences’. 

Most mainstream FER research is nomological- 
ly-oriented only to the extent that the neoclassical 
microeconomics which provides its theoretical 
background aims to be a basis for empirical gener- 
alisations and, thereby, predictions. The re- 
searchers are seeking, among other things, an 
understanding of the empirical properties of FER 
disclosures as information to actors in capital mar- 
kets. While a search for a reliable basis for predic- 
tions in the social sciences would be vain 
(Bohman, 1991), such an understanding may con- 
tribute to a broader set of understandings of *what 
is’, surely a prerequisite for effective critique 
leading to prescriptions as to "what should be’, al- 
though such prescriptions cannot have a nomolog- 
ical basis. Thus, as Gergen (1998) suggests, rather 
than pursuing endless methodological, epistemo- 
logical and ontological controversies and mutual 
disparagement, it might be better if social con- 
structionists and those of 'realist' persuasions — in- 
cluding ‘internal realists’ who are perfectly aware 
that ‘economic reality’ is an intersubjective con- 
struction involving collective intentionality 
(Alexander and Archer, 2003) — were to consider 
both constructionism and realism as ‘forms of dis- 
course ..., аз different cultural resources ... avail- 
able to all of us for situated purposes’ (Gergen, op. 
cit. 151-155). 

A more telling criticism of the mainstream FER 
research programme would be that, like most re- 
searchers in any field, its adherents pay little or no 
attention to fundamental issues of methodology 
and epistemology in social science research, as op- 
posed to (statistical) method and related research 
design issues. Parker might therefore, in his sub- 
section 6.3, have presented a more fundamental 
methodological and epistemological criticism of 
much mainstream FER research — not its ‘posi- 
tivism' or its ‘“economism’ or its ‘narrow technicist 
focus’ or even its frequently inconclusive charac- 
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ter, but the reasons for such inconclusiveness, 
namely their *materials which should, but do not, 
achieve [the] status [of facts]: the conclusions of 
arguments and the evidence, information, and data 
on which they are based. The failure of nearly all 
of these to survive, even in the short run, is an in- 
dication that most of the work of investigating 
problems is vitiated by pitfalls ... . The mecha- 
nisms for the processing of results, and for the ex- 
ercise of quality control, cannot be stronger than 
the materials on which they operate. For social 
reasons it is necessary to give the formal authen- 
ticity of publication to masses of results that are 
very weak ... .' (Ravetz, op. cit.: 369-371). 

Writing in 1971, Ravetz left open the question of 
whether the social sciences could ever progress be- 
yond what he characterised as their ‘immaturity’. 
Twenty years later, Bohman (1991) was quite clear 
that the ‘new philosophy of social science’, recog- 
nising the problem of indeterminacy that results 
from the reflexivity and intentionality of social ac- 
tion, rules out the possibility of nomological theo- 
ry development in the social sciences. Yet the 
so-called ‘methodology’ courses offered to post- 
graduate students in accounting largely confuse 
methodology and method and focus almost exclu- 
sively on the latter. Parker does not address the 
issue of research training (already mentioned 
above) in his polemic against mainstream FER re- 
search, beyond lamenting that the mainstream ap- 
proach tends to reproduce itself. But of course it 
will, until the ‘turn to empiricism’ is succeeded by 
an alternative research programme that succeeds 
in attracting the necessary resources — a successful 
*turn' to а post-empiricist research programme as 
sought by Parker. But what kind of blueprint (or 
basis for one) does Parker give us for such a 
‘turn’? 


Parker s proposals for re-orientating FER research 

While he does not address the issue of research 
training, Parker looks to a corporate governance 
(CG) perspective on FER ‘as a means for raising 
and addressing the big questions’. He lists five of 
these: 


1. What types of information can and should ac- 
countants produce for CG purposes? 


2. To whom are organisations and the accounting 
profession accountable and to what extent? 


3. What scope of information should be provided 
to meet society’s requirements for responsible 
corporate governance? 


4. What will be the accounting profession’s FER 
roles and responsibilities in the post Enron and 
Sarbanes-Oxley world? 


5. How shall we define and address the public in- 
terest dimensions of FER in the future? 
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He later adds, in his concluding section, three 
further questions that largely overlap with those 
above, and which he describes as ‘clearly the “big” 
questions of the day’: 


* What is to be the FER role in a dramatically 
changing globalised, high technology world? 


* What types and scope of information are re- 
quired? 


* What will be the accounting profession's roles 
and responsibilities in an increasingly complex 
and fast changing organisational, economic, so- 
cial and institutional environment? 


The wording of these questions raises a number 
of problems. For example, which organisations 
does he have in mind in question 2, and is the ac- 
counting profession as such accountable? Is this 
the same as accountants having professional obli- 
gations to a wider public than their clients? Does 
society as such have ‘requirements for responsible 
СС”? Is that the same as saying that there is a need 
for responsible CG in the type of society in which 
we live (and that this need implies a further need 
for certain kinds of information to be made avail- 
able by managements of corporate entities to their 
stakeholders)? Two major issues in CG are: who 
are to count as the stakeholders in a given corpo- 
ration, and what are their rights as stakeholders? 

But beyond that, I would ask two further ques- 
tions: (a) what social science knowledge base and 
research skills would be relevant to addressing 
these and similar questions with a reasonable de- 
gree of competence? (b) how are such compe- 
tences to be developed? With regard to CG, such a 
knowledge base should arguably include jurispru- 
dence (Archer, 1993). 

In Parker’s concluding section, one looks in vain 
for any kind of answer to these last two questions. 
He tells us what we should avoid doing, but not 
how we might set about doing differently with any 
hope of success. In other words, Parker sets out a 
‘wish list’ of research questions but no strategy for 
getting answers to them, except for the reference 
to ‘a well-developed stream of qualitative re- 
search’ and the ‘need to find out much more about 
what is really going on’ (although he also criticis- 
es mainstream FER research for paying too much 
attention to “what is” questions at the expense of 
questions about ‘what it ought to be like’). The im- 
plied strategy could thus perhaps be taken to in- 
volve exploratory research that is not at all 
theory-driven. But how are we to recognise and 
make sense of ‘what is really going on’? Surely in 
order ‘to better understand the processes and im- 
pacts of the full range of organisational account- 
abilities being demanded by investors, advisors, 
employees, creditors, communities and govern- 
ments ....’, one thing that is needed is an invest- 
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ment in relevant theory to guide the research (Yin, 
1994, warns of the limitations of case-based re- 
search undertaken without adequate theoretical 
motivation; but maybe Parker would dismiss Yin 
as a positivist). Yet there is no mention of any 
theoretical basis. 

Management accounting researchers typically 
employ case-based, processually-focussed re- 
search approaches of the kind apparently sought 
by Parker for FER, and have invested (e.g. to ob- 
tain their PhD) in a knowledge of organisation the- 
ory and other relevant branches of sociology and 
social psychology. Research into ‘management ac- 
counting’-type areas includes such topics as the 
operation of control systems within organisations, 
and these happen to have significant CG implica- 
tions. So one possible strategy would be to foster 
collaboration between FER researchers and man- 
agement accounting researchers on CG topics. But 
Parker does not mention such a possibility, even to 
explain why he thinks that it would not be suc- 
cessful. 

Given his failure to address questions (a) and (b) 
above, I am left wondering whether Parker’s ver- 
sion of social constructionism is of the ‘anything 
goes’ variety (Brown et al. 1998, ch. 6) which does 
not recognise any need for an investment in rele- 
vant theory development. In any event, the social 
constructionist position that he adopts in his paper 
seems to provide neither an effective critique of 
mainstream FER research nor the basis of a blue- 
print for re-orientating it with a focus on CG. 

But a more positive (not positivist!) understand- 
ing of what Parker may be seeking is possible. The 
title of my inaugural lecture at the University of 
Surrey in 1995 was ‘Pedants or gurus: the produc- 
tion and dissemination of knowledge in the man- 
agement disciplines’ (see Archer, 1998). Gurus 
rely on wisdom and personal insights rather than 
on knowledge in the scientific sense, and their pro- 
nouncements have the character of aphorisms, ex- 
pressions of a deep personal understanding of the 
objects of study, rather than impersonal scientific 





! One genuine ‘guru’ for FER whom I have known person- 
ally was the late Professor Eddie Stamp, a colleague at 
Lancaster University. Eddie had a major impact on the UK ac- 
counting profession, being the driving force behind the setting 
up of the Accounting Standards Steering Committee, and the 
rapporteur who effectively wrote its 1975 publication The 
Corporate Report, a far-sighted document as regards corpo- 
rate governance which was unfortunately overshadowed by 
the Sandilands Report published in the same year. 
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assertions (Ravetz, op. cit.: 375). Possibly, Parker 
is asking for FER researchers to be like wise 
‘gurus’, rather than ‘pedants’ concerned with such 
matters as the precise theoretical basis of their re- 
search. No doubt gurus are (if genuine) indeed 
preferable to pedants in social science research (in- 
cluding FER research); the problem is that genuine 
gurus are also in very short supply.! Quack gurus 
tend to be more readily available, and even 
pedants may be preferable to them! 
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Financial and external reporting research: 
the broadening corporate governance 


challenge 
A reply 
Lee D. Parker* 


Professor Archer’s commentary on my findings 
and arguments presented in the paper ‘Financial 
and external reporting research: the broadening 
corporate governance challenge’, represents what I 
hope will be the beginning of reflection and debate 
that the paper is designed to stimulate. His contri- 
bution is welcome and immediately illuminates 
the issues facing financial and external reporting 
research (FER). Rather than descending into an 
abstract and microscopic scholarly debate over 
fine points, I shall confine my responses to what I 
consider to be the larger issues that my original 
paper is designed to challenge. While Simon 
sought ‘a more fundamental methodological and 
epistemological criticism of much mainstream 
FER research’, such was not the focus and primary 
intention of my paper. It represents another poten- 
tial paper that deserves writing and which I hope 
that he indeed will write. For such further reflec- 
tions and critiques in the FER field are exactly 
what I am seeking to stimulate. 

As Simon correctly observes, my approach has 
been deliberately polemical and critical. His pref- 
erence for what he describes as a more balanced 
approach, reminds me of the recently failed diplo- 
matic attempts by major nations to dissuade North 
Korea from nuclear weapons development and 
testing. As an interpretive qualitative and critical 
researcher, I choose to challenge and provoke de- 
bate in the (faint?) hope of triggering some greater 
level of response self-critique in the otherwise 
sleeping giant, the FER research community. 

There is much upon which Simon and I agree. 
Indeed, while we could easily slip into a lengthy 
(but probably unproductive) debate about our dif- 
fering theoretical and methodological standpoints, 
in terms of our observations of extant FER pub- 
lished research, we are in fact closer than might 
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first appear. For example, I suspect that we may 
find ourselves in agreement that many FER re- 
searchers have moved away from concerns with 
normative accounting issues, and therefore by im- 
plication lack direct interest in contributing to pol- 
icy and practice development. However Simon 
does attempt an apologia in arguing that the search 
for the Holy Grail, namely reliable predictions for 
capital markets’ actors, is a prerequisite for effec- 
tive critique and prescriptions of what ought to be. 
This bears all the hallmarks of Tony Blair’s and 
George Bush’s attempts to produce new justifica- 
tions for their invasion of Iraq, once weapons of 
mass destruction could not be found. As an eclec- 
tic, non-doctrinaire scholar, I would welcome the 
positivist economic and capital markets contribu- 
tion to the search for improved FER and corporate 
governance policy and practice. However, at the 
same time I would argue that it is severely limited 
in the level of contribution it can make to what 
after all are deep questions of process, context, so- 
cietal values and more. For addressing these com- 
plex and multidimensional features of the world 
we inhabit, we need multiple theories, methodolo- 
gies and methods that embrace complexity and 
grapple with it, rather than vainly attempting to ab- 
stract from it and simplify it. 

Simon and I concur that FER’s existentialism 
can be critiqued from more than one theoretical 
perspective. Indeed we can incrementally learn 
from the application of more than one of these to 
such issues. To assist the reader in interpreting my 
study’s observations and findings, I have therefore 
deliberately declared my social constructionist 
perspective, particularly informed by the writings 
of Hines (1988, 1989a,b, 1991, 1992) and Laughlin 
(1977, 1981, 1987, 1995, 2004). I make no claim 
that this is the only productive perspective from 
which FER research can be examined and cri- 
tiqued. What I do claim is that this perspective of- 
fers one alternative path to illuminating and 
unpacking some of the otherwise opaque trends 
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and drivers in contemporary FER research. 

I am delighted to find that Simon and I also 
agree that much FER research is database-driven 
(rather than policy or practice issue driven). Simon 
would lure me into debating the fine points of dis- 
tinction between whether this is a problem of pos- 
itivism, economism, or existentialism. I have no 
interest in making such a distinction. I regard all 
three as complicit in the failure of FER research. 
This potent combination has dominated the con- 
temporary approach to FER internationally. An en- 
tire paper could easily be devoted to elucidating 
their complicity in this regard. 

Yet again Simon and I concur in our attribution 
of the bias in research training provided to ac- 
counting doctoral students and scholars, as being a 
primary driver of the narrow, marginally policy- 
relevant, failed FER research now largely being 
published in refereed journals around the world. 
We diverge, however, in Simon’s attempt to ex- 
cuse North American dominated capital markets 
research from culpability. The configuration of the 
large proportion of published FER papers within 
this paradigm, as already reported by such studies 
as Beattie (2005) and Searcy and Mentzer (2003) 
makes this culpability self-evident. In suggesting 
ways forward, Simon is absolutely correct howev- 
er in pointing to the need for a greater elucidation 
of the type of research training that should be of- 
fered in our discipline. I admit that it is a some- 
what simplistic response to suggest that the purely 
quantitative methods (rather than methodology) 
training delivered to research students should be 
supplanted by a greater range of methodology and 
methods education in the qualitative, critical, and 
interdisciplinary traditions. Their further explo- 
ration by way of a postgraduate education agenda 
requires and merits a full paper that lies beyond the 
scope of what was achievable here. 

Simon finds difficulty with some of the further 
research agenda questions that my interviewees 
and I offered for FER. The definitional, wording 
and scope problems to which he refers are all fair 
and important questions. I embrace them all! They 
demonstrate the value of my raising criticisms and 
further research questions which then stimulate in- 
trospection, debate, refinement and hopefully 
broader horizons of enquiry at the policy and soci- 
etal levels. He wonders why I did not address a 
rapprochement between management accounting, 
with its greater tradition of multidisciplinary and 
qualitative research, and financial accounting. I 
agree with him that this may be a way forward in 
influencing the FER research agenda, but in all 
probability it will present but one of an array of 
strategies that will be required if any significant 
cultural change is to be implemented in our ac- 
counting research community. 

Where Simon and I really do part company, is in 
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his wish for all research to be theory driven. He re- 
flects his positivist tradition in seeking neat pre- 
scriptions for how to find answers to the research 
agenda questions my paper raises. This smacks of 
the FER researcher’s preference for neat methods 
and even neater solutions. The qualitative field re- 
searcher, for example, directly engages the world 
of the actors and knows how messy and complex 
that world is. To that end, all manner of approach- 
es can be employed, from inductive interpretive 
research, to multi-method inquiry, to macro-theory 
driven revisitations and more. As Simon suspects, 
I would certainly classify Yin’s (1994) approach as 
a North American positivist version. One must 
turn more to the British and European traditions 
(though not exclusively) for a more sophisticated 
and deeply wrought approach to inductive and in- 
terpretive field-based case study and the qualitative 
tradition in general (McKinnon, 1988; Scapens, 
1990; Ferreira and Merchant, 1992; Dawson, 
1997). My paper’s focus was to raise a new agen- 
da of FER research questions and to suggest broad 
alternative approaches to enquiry. My message is 
quite the opposite to any prescription that risks 
‘strait-jacketing’ research inquiry into some 
alternative unitary but similazly confining recipe- 
book approach so characterised by much contem- 
porary FER research. For a completely alternative 
array of theoretical and methodological alterna- 
tives, I refer the reader to Llewellyn’s (2003) 
award-winning seminal paper on levels of theoris- 
ing in qualitative accounting and management re- 
search. This provides the comprehensive response 
to Simon’s theory-driven concerns. 

In summary, Simon and I clearly both share pro- 
found concerns with the current state and direction 
of FER research. Simon would prefer, at least at 
this stage, to focus our deliberations at the episte- 
mological and ontological discourse level. There is 
value in this, and I welcome it. However my proj- 
ect and preferred level of engagement is different, 
and I believe, complementary. My project is about 
observing process and context, developing theory 
about this, and engaging in accounting policy and 
practice change for the betterment of corporate 
governance. Both of us deserve a place in the sun! 
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Accountants in late 19th century Britain: 
a spatial, demographic and occupational 


profile 


John Richard Edwards and Stephen P. Walker* 


Abstract— Recurring difficulties over defining occupational and professional boundaries in British accountancy 
are best understood by examining historical variations in the emergence and status of the population of account- 
ants. The study uses census enumerators' books for 1881 to construct a spatial, demographic and occupational pro- 
file of professional and non-professional accountants. It is shown that there were considerable geographical 
variations in the density of accountants. It is speculated that these variations reflected patterns in the feminisation 
of bookkeeping as well as socio-cultural differences in meanings of the title ‘accountant’, which were sustained by 
networks. Although accountants were most closely associated with commercial activity, the boundaries of the oc- 
cupation remained obscure. The description ‘accountant’ embraced a multitude of employment statuses, the per- 
formance of diverse tasks and included specialist sub-occupations. Members of professional bodies comprised a 
small proportion of the total community of accountants in 1881. Further, there was a yawning divide between the 
status of professional and non-professional practitioners and there were also considerable variations in status with- 
in the chartered profession, between CAs in Scotland and England and Wales, and between the London elite and 


their lesser brethren in the provinces. 


Key words: Accountants; census; feminisation; identity; nineteenth century 


1. Introduction 

In 1954 Nicholas Stacey observed: ‘А peculiar 
characteristic of the development of the account- 
ancy profession has been the formation of a 
disproportionately large number of different or- 
ganisations for the pursuit of identical aims. This 
organisational development ... has resulted in 
much duplication and, still worse, in a fragmenta- 
tion of professional strength' (259). Later students 
of the accountancy profession in the UK illustrate 
that problems of occupational definition have been 
central to understanding patterns of professionali- 
sation and the emergence of problematical institu- 
tional configurations. Attempts to remedy the 
structure of the profession in the British Isles have 
often been frustrated by conflicts over the determi- 
nation of the practitioners and organisations en- 
compassed by merger schemes. The identification 
of the outer boundaries of the accounting profes- 
sion in the context of incursions by unqualified 
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interlopers has likewise been a recurring concern. 
Like generations of previous observers, the 
Professional Oversight Board (2005:42) recently 
noted the problems emanating from the continuing 
presence of unqualified accountants in the occupa- 
tional field. 

Accounting historians have revealed that mod- 
em day attempts to reorganise the profession are 
complicated by the legacy of closure practices 
instituted by the chartered organisations formed 
during the 19th century (Shackleton and Walker, 
1998, 2001; Walker, 2004b). Historically, organi- 
sational boundaries reflected spatial variations in 
sources of employment and the status of practi- 
tioners, as well as compromises over the 
determination of those included in and those ex- 
cluded from accountancy bodies seeking the con- 
ferment of privileges by the state (Walker and 
Shackleton, 1998; Edwards et al., 2005). The close 
determination of the limits of professional ac- 
countancy by the early chartered bodies in 
Scotland and England and Wales encouraged sub- 
sequent proliferation of organisations, rendered 
integration attempts problematical and conditioned 
organisational politics through the 20th century 
(Stacey, 1954:134—149, 235—241, 259-261; Parker, 
1986:14—15; Walker, 1995, 2004a; Matthews et al., 
1998:58—69). 

Given its significance to issues surrounding the 
structure of the contemporary accountancy profes- 
sion, it is not surprising that historians have sought 
to illuminate the sources of differential status with- 
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in the occupation. They have also attempted to 
augment understandings of the problems of 
boundary definition and closure which confronted 
those who organised the craft from the mid-19th 
century. It is increasingly recognised that explor- 
ing these themes requires extending the scope of 
historical studies to the occupational populace as a 
whole, beyond the memberships of the elite pro- 
fessional bodies (Loft, 1992; Cooper and Taylor, 
2000) and a greater sensitivity to the potential im- 
portance of gender (Kirkham and Loft, 1993). 
Investigation of late 19th century bookkeepers, for 
example, has made visible the performance of ac- 
counting functions by women and suggested a re- 
vised chronology of their feminisation (Walker, 
2003). A more holistic frame of reference may also 
provide deeper insights to other issues in the histo- 
ry of the occupation such as the changing com- 
plexion of accounting work and the delineation of 
inter-occupational jurisdictions. 

Walker’s (2002) study of the residential, occupa- 
tional and social profile of accountants in three 
counties of England in 1851 showed that the 
boundaries of the occupation were poorly defined. 
The term ‘accountant’ embraced a wide range of 
occupational experiences and employment status- 
es and its meaning was subject to local variation. 
The results suggested that distinguishing the pro- 
fessional from the non-professional practitioner 
would be problematic for the accountancy bodies 
which formed in England during the 1870s. That 
study was based on source material of limited 
coverage — electronic versions of the census enu- 
merators’ books for Devonshire, Norfolk and 
Warwickshire. The availability of the transcribed 
1881 census for the whole of Britain has since pro- 
vided opportunities to pursue a more extensive 
analysis and to do so at a key moment in the histo- 
ry of professionalisation. 

The ICAEW was formed in 1880, the year be- 
fore the census, a time when the problem of 
boundary determination was particularly appar- 
ent. The complexities involved in organising the 
new professional organisation become clear when 
it is recalled that the 1881 census of England and 
Wales enumerated 11,606 accountants, 3,344 ac- 
countants are identifiable in city directories c. 
1880 but the membership of the ICAEW in 1881 
was only 568 (Edwards et al., 2005). The popula- 
tion of accountants from which the professional 
elite was drawn had also grown rapidly in recent 
decades, particularly as opportunities were 
opened in insolvency work (Walker, 2004a, 
2004c). The 1861 census had reported 6,239 ac- 
countants in England and Wales. By 1871 9,832 
were counted. 

The object of this paper is to provide a spatial, 
demographic and occupational analysis of ac- 
countants in Britain in 1881 to illuminate the com- 
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plexities of defining the occupational populace 
and the professional community within — com- 
plexities which impacted on the professionalisa- 
tion process and the shaping of institutional 
Structures. The paper begins by discussing the 
sources used for the study. A spatial analysis of the 
distribution of accountants in 1881 is then present- 
ed at the level of region, county and local district. 
An attempt is made to offer explanations for 
the distributions observed. The small number of 
women accountants identified in the census is the 
subject of the next section. An analysis of the em- 
ployment status, sectors and occupational identi- 
ties of accountants in Britain in 1881 follows. 
Differences in the status of professional and non- 
professional accountants and variations within the 
profession itself are the subject of the final empir- 
ical section. 


2. Sources 

Decennial censuses of the British population com- 
menced in 1801. From 1851 the information col- 
lected by the census authorities became more 
extensive and included greater detail about the oc- 
cupation(s) pursued by individuals (Higgs, 1996:8; 
Nissel, 1987:61—63). The data source for the cur- 
rent study is the transcribed version of the profor- 
ma books completed by local census enumerators 
— the census enumerators’ books (CEBs). These 
books were compiled from schedules distributed 
to householders in advance of census night, which, 
in 1881, was 3 April. The schedules were collect- 
ed by the enumerators on 4 and 5 April and the de- 
tails entered in CEBs. The books were processed 
by clerks in the Census Office in London and, fol- 
lowing statistical analysis, the official reports of 
the count of the population were produced (Mills 
and Schürer, 1996; Drake, 1972:23-9; Tillott, 
1972:129-33). 

In 1999 the transcribed СЕВ$ for 1881 (covering 
Great Britain, the Isle of Man and the Channel 
Islands) were made available on CD ROM as the 
1881 British Census and National Index. Data was 
transcribed from 1.2m pages of original CEBs, in- 
cluding any errors contained therein. Although the 
accuracy of the transcription was checked, both 
the original CEBs and the transcribed version in- 
evitably contain inaccuracies (Tillott, 1972; Higgs, 
1996; Woollard, 1997). The transcribed CEBs for 
1881 form the basis of ‘the largest collection of 
historical source material to be made available in 
computerised form’ (Schürer and Woollard, 2003). 
The CEBs have been used as a source for a num- 
ber of biographical and prosopographical studies 
of the early accountancy profession. Most recently 
they have constituted the raw material for studies 
of the location of accountants in the social struc- 
ture and the feminisation of bookkeeping in 
Britain (Walker, 2002, 2003). 
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Table 1 
Regional distribution of accountants, 1881 

Accountants Average 
Region per 100,000 age (where 
(Census divisions) Accountants % of cases population known) 
London and South Eastern 5,122 31.6 77 40.0 
South Midland 266 1.6 22 41.6 
Eastern Counties 514 3.2 38 414 
South Western 1436 89 77 38.2 
West Midland 1,693 10.5 56 39.6 
North Midland 466 2.9 28 40.3 
North Western 1,894 11.7 46 38.7 
Northern 804 50 50 36.1 
Yorkshire 982 6.1 33 38.5 
Total England 13,177 81.5 . 54 39.3 
Wales 1,103 68 70 36.0 
Scotland — Northern 632 3.9 40 35.0 
Scotland — Southern 1,201 74 56 35.9 
Total Scotland 1,833 11.3 49 35.6 
Islands 67 04 47 37.3 
Total 16,180 100.0 54 38.7 





For the purposes of the current study the 1881 
British Census and National Index was searched 
by occupation to identify all individuals who were 
described as accountants on census night. 
Numerous variations of the word ‘accountant’ 
were discovered. These included abbreviations such 
as ‘Acct’, ‘Acctt’, “Acctnt’, ‘Acctant’, ‘Accountt’, 
and misspellings such as ‘Accountnt’, ‘Acountant’, 
‘Accontant’, ‘Accounant’, ‘Acccoutant’, 
‘Accounttant’, ‘Accountent’, and ‘Accountnant’. 
There was also the odd case of traditional usage 
such as ‘Accomptant’. Some accountants included 
credentials or other indications of membership of a 
professional organisation in their occupational de- 
scription. The emphasis of the study being on 
those identified as accountants the database in- 
cludes apprentice accountants and those who pur- 
sued accounting with other occupations. It 
excludes bookkeepers (for whom see Walker, 
2003), cashiers (unless these descriptions formed 
part of a multiple occupational title which includ- 
ed ‘accountant’), clerks fo accountants, actuaries 
and auditors (even though these were classed as 
accountants by the census authorities) and other 
descriptions that may have encompassed the per- 
formance of accounting functions such as women 
housekeepers, the bursars of schools, pursers of 
mines and ships, treasurers of local authorities and 
other organisations, and commercial clerks. It 
should also be noted that members of professional 
bodies whose occupational descriptions in the 
CEBs did not contain ‘accountant’, or a variant 


thereof, were not included in the population stud- 
ied. The database included 16,180 individuals. 


3. Spatial analysis 
Table 1 shows the distribution of accountants by 
census region in 1881. З 

The table reveals that 88.3% of accountants in 
Great Britain in 1881 were located in England and 
Wales and 11.3% in Scotland. Almost one third of 
accountants were enumerated in London and the 
south east of England on census night. The highest 
regional densities of accountants were in south- 
west England, London and south-east England, 
and in Wales. The lowest densities were in the 
north and south Midlands, Yorkshire, and the east- 
ern counties. The data in Table 1 also indicates that 
the average age of accountants on the fringes of 
Great Britain (in Wales, Scotland and the northern 
counties of England) was marginally lower than 
for the island as a whole. The age distribution of 
accountants was notably younger in Scotland. In 
England 15.2% of accountants were aged 15—24 
years compared with 19.7% in Wales and 27.5% in 
Scotland. Other national and regional differences 
relate to the transience of accountants, as indicated 
by the numbers who were boarding and lodging on 
census night. In England 10.8% of accountants 
were boarders or lodgers. This compares with 
15.2% in southern Scotland and 24.5% in northern 
Scotland. The likely reasons for these geographi- 
cal variations are explored later in the paper. 

Although it illustrates broad patterns regional 
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Figure 1 
Density of accountants in counties of Great Britain, 1881 
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Figure 2 
Density of accountants in registration districts of northern England (with place names of districts 
where density greater than 100 per 100,000) 
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Table 2 
District analysis of counties in South West Britain with high densities of accountants, 1881 


Registration district(s) 


Llanelli 

Other Carmarthen 
Cardiff 

Swansea 

Neath 

Other Glamorgan 
Newport 

Other Monmouthshire 
Bristol and environs 
Gloucester 

Other Gloucestershire 
Bath 

Long Ashton 
Bridgwater 

Other Somerset 
Exeter and environs 
Piymouth 

Other Devon 
Falmouth 

Truro 

Redruth 

St Columb 

Other Cornwall 


Registration county 


Carmarthen 
Carmarthen 
Glamorgan 
Glamorgan 
Glamorgan 
Glamorgan 
Monmouthshire 
Monmouthshire 
Gloucestershire 
Gloucestershire 
Gloucestershire 
Somerset 
Somerset 
Somerset 
Somerset 
Devon 

Devon 

Devon 
Cornwall 
Cornwall 
Cornwall 
Cornwall 
Cornwall 


analysis hides considerable variation in the con- 
centration of accountants in particular counties 
and districts. The density of accountants in the 
counties is revealed in Figure 1. The concentration 
of accountants in localities of England and Wales 
is shown in Figures 2 and 3. 

One of the most notable findings of the study 
was the high density of accountants in the south- 
west of Britain — more particularly, in counties 
bordering the mouth of the River Severn and the 
Bristol Channel, from Carmarthen through 
Glamorgan, Monmouthshire, Gloucestershire, 
Somerset, Devon and Cornwall. Here the density 
was 95 per 100,000. The density of accountants in 
Gloucestershire, at 123 per 100,000 was the high- 
est of any county in Great Britain in 1881. As 
Table 2 and Figure 3 reveals, within these counties 
there were far greater concentrations of account- 
ants in particular registration districts. 

Close examination of local densities, in tandem 
with the extended occupational descriptions of 
some accountants in the CEBs, suggest a number 
of features of districts with high concentrations of 
accountants in the south-west of England. First, 
with few exceptions the centres were sea or inland 
ports. Particularly noteworthy is the presence of 

ME 

! In 1880 39.0% of British coal exports were-made from 

ports in the Bristol Channel (Evans, 1989). ut 
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Density per 
100,000 where greater 
than 100 


138 
45 
179 
161 
113 
50 
107 
48 
204 
130 
46 
162 
148 
126 
47 
170 
176 
62 
181 
136 
133 
106 
60 


Accountants 








555 accountants (191 per 100,000 inhabitants) in 
the Bristol area. Other ports in the region also ex- 
hibited significant concentrations including 
Haverfordwest (71), Bideford (89) and Barnstaple 
(79). Second, there were high densities of account- 
ants in centres associated with the extraction and 
distribution of minerals and metals such as coal 
exporting from Cardiff and Newport and tin and 
copper mining in Redruth, St Columb and Truro, 
Cornwall.! Third, there were concentrations of ac- 
countants in centres for the processing of metal ore 
such as tin and copper smelting in Llanelli, Neath 
and Swansea. Fourth, several concentrations of ac- 
countants were found in county towns, service 
centres and gathering places for genteel society. 
These included Bath, Exeter and Gloucester. In 
Exeter (registration district), a cathedral city, fi- 
nancial and legal centre, the density of accountants 
was as high as 250 per 100,000 and had been 295 
in 1851 (Walker, 2002). 

These features of the south-west also apply to 
other parts of Great Britain. Commercial ports 
which were also major administrative and finan- 
cial centres tended to exhibit high densities of ac- 
countants, as in the metropolis (Middlesex and 
Surrey = 93 per 100,000) and the Scottish capital 
(Midlothian = 106 per 100,000). In the north west 
of England the density of accountants was greatest 
in the leading port of Liverpool and environs (84 
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per 100,000). Densities were high in other coal and 
iron export ports of the north such as Newcastle- 
upon-Tyne (97) and Whitehaven (132). On the 
south coast of England there were concentrations 
of accountants in commercial ports such as Poole 
(111 per 100,000) which had an extensive coastal 
trade in clay and corn; Weymouth (94) which 
boasted a coastal trade in Portland stone and its 
sub-port, Bridport (93). High densities in areas as- 
sociated with metal processing include Eccelsall 
Bierlow, Sheffield (104) famed for the production 
of steel and steel products; Darlington (183) noted 
for iron and steel founding and engine building; 
and Middlesbrough (92) reputed for its large scale 
iron production and port. Similarly, in the West 
Midlands we may note Kings Norton (165) and 
Solihull (90) in the Birmingham area, associated 
with iron and brass founding, metal-working and 
engineering, and centres such as Madeley (104) 
and Worcester (97) where iron and porcelain pro- 
duction were conducted. 

Worcester was also one of a number of other 
local administrative and service centres in which 
accountants were concentrated. In many cases 
these were in counties where the density as a 
whole was very low: Norwich (107), Ipswich 
(102), Cambridge (80), Oxford (95), Chester (83) 
and Derby (63). In addition to Bath, other watering 
places with high densities of accountants were 
Brighton (84) and Knaresborough (including 
Harrogate) (74). In Wales there were high densities 
in port and seabathing towns such as Bangor (85) 
and Aberystwyth (62). The findings also indicate 
the flight of the middle classes to the suburbs 
in large urban centres. In London the highest con- 
centrations of accountants were in Lambeth, 
Camberwell, Lewisham, Hackney, Islington, 
Hampstead, Fulham, Richmond, Brentford, 
Lewisham and Croydon. Similarly, the density of 
accountants was comparatively low in the city cen- 
tres of Manchester, Liverpool, Sheffield and 
Birmingham. 

Interestingly, in areas most associated with fac- 
tory production, such as Lancashire and Yorkshire, 
the density of accountants averaged only 39 per 
100,000 in 1881. In the Manchester area the densi- 
ty was 53 per 100,000. Densities in nine towns as- 
sociated with textile manufacture (Blackburn, 
Bolton, Burnley, Bury, Chorley, Clitheroe, 
Oldham, Rochdale and Wigan) averaged only 20 
per 100,000. In the south, however, there were lo- 
calised concentrations of accountants in centres 
associated with textile production. One example is 
Tiverton, Devon, famed for its large lace manufac- 
tory, in which district the density was 97 per 
100,000. These, and other findings such as the 
high concentration of accountants in mining dis- 
tricts of Cornwall but not in similar areas of the 
East Midlands and north-east England, suggest the 
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possibility of regional and perhaps local variations 
in the performance of accounting functions, in the 
use of occupational descriptions, and the potential 
significance of socio-cultural as well as economic 
factors in understanding such variations. 


3.1. Explaining spatial variations in occupational 
identity 

One possible explanation for variations in the 
spatial distribution of accountants relates to the al- 
lied occupation of bookkeeping. It may have been 
the case that in some locations, such as the south- 
west, the designation ‘accountant’ was adopted to 
describe the performance of functions which else- 
where would attract the title of ‘bookkeeper’ or 
commercial clerk. Parker (2004), for example, has 
speculated that the high number of accountants 
(135) appearing in an Exeter directory in 1878 
*must have included many bookkeepers and clerks 
in paid employment’. Further, while the trades sec- 
tion of Kelly's Directory of Cornwall, 1883 con- 
tained the names of 42 individuals who offered 
their services as accountants, the database includes 
295 persons who were described as accountants in 
the CEBs of 1881. Burt (2003) has indicated that 
a number of ‘accountants’ in Cornwall were likely 
to have been bookkeepers or pursers in mines. А 
few individuals described as accountants in the 
county directory were entered in the census as 
mine purser or mine clerk. As Figure 4 reveals, 
bookkeepers were much more common in the 
manufacturing centres of north-west England. In 
this region, where the density of accountants was 
surprisingly low, the greatest concentration of 
bookkeepers was to be found in 1881 (Walker, 
2003). 

Such variations in the use of the terms ‘account- 
ant’ and ‘bookkeeper’ accord with contemporary 
observations on the problems of occupational def- 
inition. During the late 19th century professional- 
ising accountants were anxious to demarcate the 
professional from the non-professional accountant. 
Their task was difficult because the territory of ac- 
counting itself embraced tasks associated with the 
lesser occupation of bookkeeper. As much as they 
attempted to distinguish the work of the public 
practitioner from that of the closeted keeper of the 
books in a commercial concern, professional ac- 
countants were often frustrated when they discov- 
ered that ‘Many people appear to think that there is 
no distinction between a Book-keeper and an 
Accountant proper’ (Accountant, 6.9.1879). In the 
early twentieth century popular reference works 
such as Encyclopaedia Britannica continued to re- 
late that the term ‘accountant’ was sometimes 
erroneously adopted by bookkeepers. Even its 
own definition of an accountant referred to ‘an 
expert in the science of book-keeping’ 
(1910-1911:Vol. 1). 
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The data drawn from the CEBs indicates that ac- 
countants in high density areas such as the south- 
east and south-west of England were marginally 
more inclined to describe their occupation as 
unadulterated ‘accountant’ and less likely to use a 
designation that indicated clerking. This indicates 
variation in the degrees of entrenchment of occu- 
pational specialisation. Further, there is some evi- 
dence to suggest a relationship between the 
proportion of accountants whose relation to the 
head of household in the census was son or step- 
son and the density of accountants. Of accountants 
in the database, 17.7% were sons or stepsons. In 
high density regions such as south-west England 
and Wales the percentage of sons and stepsons was 
higher, 23.6% and 21.0% respectively. In the low 
density regions of the Eastern counties of England 
and the north Midlands, the percentage of sons and 
stepsons was only 9.7% and 13.1% respectively. 
This may indicate a convention for fathers in some 
regions to describe the son who assists in the fam- 
ily business as his ‘accountant,’ as opposed to his 
bookkeeper or clerk. 

These variations should be considered in the 
context of geographical and socio-cultural differ- 
ences in vocabularies and the meanings and sens- 
es of English words (Jackson and Zé Amvela; 
2000:121—130). Spatial variations in the use of oc- 
cupational descriptions during the 19th century 
have been identified in other studies. Recent at- 
tempts to construct cross-national occupational 
classifications using census data reveal: ‘The 
meaning-even within one language-of an appar- 
ently straightforward occupational title can vary 
depending on the geographic, temporal, or indus- 
trial context’ (Roberts et al., 2003). This problem 
frustrated the efforts of the census authorities to 
accurately enumerate the occupations of the peo- 
ple in 1881: 


*,..again and again, one and the same name is 
used for totally different occupations. By 
Clothier is meant in some parts a Cloth-maker, 
whereas in other parts it means Clothes-dealer. 
By Bricksetter is in some parts meant a 
Bricklayer, whilst in most parts it means a man 
who performs certain operations in Brickmaking. 
By Bank Manager is ordinarily meant the man- 
ager of a money bank, but in mining parts it is 
also occasionally used for the man who superin- 
tends the operations at the pit's mouth. By 
Drummer may either be meant a Musician or a 
Blacksmith's hammerman; by Muffin-maker, ei- 








? For example, clerks in the Census Office were alerted to 
the fact that in London a person who laid slates on a roof was 
known as 'slater' but in the west he would be described as a 
*parchester'. In some counties a maker of shoes was known as 
a ‘shoemaker’, in others he might be described as a ‘cord- 
wainer'. (Census of England and Wales, 1871: 7). 


ACCOUNTING AND BUSINESS RESEARCH 


ther a man who makes the eatable that bears that 
name, or the man who makes what is known as 
a muffin in China manufacture. An Engineer 
may be either a maker or a driver of engines. 
A Collar-maker may be a Seamstress or a 
Harness-maker. A Bookcase-maker may be a 
Cabinetmaker or a Bookbinder, and so on. In 
these instances the confusion is only between 
two occupations; but there are other cases, much 
more numerous and much more troublesome, in 
which a common name is used for some branch 
of perhaps half a dozen cr even more trades' 
(Census of England and Wales, 1881:27; also 
Higgs, 1996:95). 


It is quite likely that a relatively loose occupa- 
tional title such as ‘accountant’ could encompass 
‘different tasks in different places’ or terms such as 
accountant and bookkeeper could 'describe the 
same occupation in different places’ (Roberts et 
al., 2003)? The tasks performed by many of the 
accountants employed in the south-west of Britain 
might have merited the description bookkeeper if 
located in manufacturing centres in the north of 
England. Indeed, instructions issued to clerks in 
the Census Office in 1871 suggest that as well as 
describing clerical functionaries, ће title ‘book- 
keeper' was also specifically associated with tex- 
tile production (Census of England and Wales, 
1871:79). 

As suggested above, it is possible that the use of 
the term accountant in the South West reflected 
socio-cultural factors. It is possible that sectoral 
and regionalised occupational descriptions were 
sustained through the trading links and business 
and social networks which were strong in this part 
of Britain (Burt, 2003). Certainly, economic and 
business historians are increasingly alert to the im- 
portance of formal and informal capital, trading, 


` credit and social networks in the transmission and 


embedding of district and regional cultures and 
identities, particularly during the nineteenth centu- 
ry (Hudson, 1989; Wilson and Popp, 2003). The 
high densities of accountants in the port towns of 
south-west England and Wales suggest the poten- 
tial significance of linkages through coastal trans- 
port. During the mid-19th century numerous small 
ships registered in ports such as Bristol, 
Bridgwater, Bideford, Barnstaple, Bridport, 
Exeter, Falmouth, Truro, Aberystwyth, Beaumaris 
and Caernarfon were engaged in a substantial 
home trade (Greenhill, 1968:43—44). For example, 
copper ore was sent from the ports of Devon and 
Cornwall to Swansea, Llanelli and Neath for 
smelting and the ships returned with a ‘back-trade’ 
of coal (Stainer, 1979). Coal was sent from Cardiff 
and Newport to Bridgwater, Bristol and 
Barnstaple. Salt and flour was transported from” 
Gloucester to Bridgwater. Livestock and grain was 
transported between South Wales and Somerset. 
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Table 3 


Female bookkeepers in English counties where the density of accountants was greater than 70 per 


100,000, 1881 












































Accountants Bookkeepers % Female 
County per 100,000 per 100,000 bookkeepers 
Gloucestershire 123 16 56.6 
Surrey 97 31 514 
Middlesex 91 41 59.7 
Devon 91 7 68.3 
Cornwall 90 4 46.2 
Somerset 83 7 50.0 
Mean 95 29 57.5 
Table 4 
Male bookkeepers in English counties where the density of bookkeepers was greater than 70 per 
100,000, 1881 
County Bookkeepers Accountants % Male 

per 100,000 per 100,000 bookkeepers 
Lancashire 185 43 95.4 
Cheshire 133 65 93.5 
Yorkshire 79 33 94.0 
Mean 136 41 94.9 





Bristol was connected via the coastal shipping 
with ports throughout the south west and distrib- 
uted wine and tobacco. There was also a regular 
carriage of other goods and passengers through the 
region and beyond, particularly before the rail- 
ways. 

Also of potential significance in the prevalence 
of accountants in port towns was the financing 
structure of commercial shipping ventures. Bryer 
(2006) has recently drawn attention to the impor- 
tance of ports as locales for the propagation of the 
capitalist mentality. This emerged from the social- 
isation of capital associated with ship owning and 
commerce after the late 16th century. During the 
period of the current paper merchant ship capital 
was similarly socialised under the statutory system 
of fractional ownership (64 shares). Contributors 
of capital in small vessels were often manifold 
local professionals, farmers and tradesmen. 
Importantly, as Greenhill (1968:192) has stated: 
"These little ship-owning groups, which were par- 
ticularly common in the south-west of England, 
were often closely tied in with the local industries. 
Such groups of small capitalists enabled the small, 
closely-knit community to create, operate and con- 
trol from within itself its own mining, quarrying, 
manufacturing and shipping activities'. Detailed 
accounts were kept and audited of the amounts in- 
vested in the vessel, the costs and revenues of voy- 
ages and distributions to the several owners 


(Greenhill, 1968:231-252). 

In England in 1881 there were 54 accountants 
and 49 bookkeepers per 100,000 inhabitants. 
While variations in the application of the two oc- 
cupational descriptions may reflect traditional 
usage in particular regions and sectors and were 
sustained by networks, the data presented in Table 
3 indicates another potentially significant factor in 
explaining the tendency in the south of England to 
employ the description accountant rather than 
bookkeeper. The data suggests an inverse relation- 
ship between densities of accountants and book- 
keepers, and also points to variations in the 
feminisation of bookkeeping by 1881. 

The analysis suggests that where, in the south of 
England, bookkeeping was feminised by 1881 the 
occupational description ‘accountant’ was more 
commonly employed than bookkeeper. Furtber, as 
the content of Table 4 suggests, in counties where 
bookkeeping remained masculine, such as the 
north-west of England and Yorkshire, the descrip- 
tion *bookkeeper' was more frequently applied 
than ‘accountant’. In fact there is a strong correla- 
tion (rz0.6) between the percentage of female 
bookkeepers in English counties and the propor- 
tion of accountants and bookkeepers who are de- 
scribed in the CEBs as ‘accountant’. It is possible 
that once there was a significant number of female 
bookkeepers in the county, men performing rou- 
tine accounting functions assumed the distinguish- 
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Table 5 

Marital status of female accountants in England and Wales, 1881 

Marital Status Cases % Mean age (years) 
Unmarried 128 715 30.3 
Married 24 13.4 43.9 
Widowed 23 12.8 52.3 

Not known* 4 23 17.0 

Total 179 100.0 34.6 


*It is likely that these women were unmarried. 





ing occupational title of accountant. This was like- 
ly due to the fact that where it was feminised, 
bookkeeping was not only perceived as woman’s 
work but with employment in female domains 
such as board and lodging, the provision of food 
and drink and the production and servicing of 
dress (Walker, 2003). Hence, in English counties 
in 1881 where less than 20% of bookkeepers were 
female the average ratio of bookkeepers to ac- 
countants was 2.8:1. In counties where more than 
20% of bookkeepers were women the ratio of ac- 
countants to bookkeepers was 3.1:1. 

The data suggests therefore, a significant gen- 
dered distinction between accountants and book- 
keepers in certain regions of Britain. However, a 
small number of women were described in the 
CEBs as accountants. These are the focus of the 
next section. 


4. Female accountants 
Instances of female accountants in the transcribed 
CEBs were checked to the on-line manuscript ver- 
sion of the enumerator’s books to provide assur- 
ance that these women were thwarting convention 
by being so employed. This search resulted in the 
identification of 190 women accountants of whom 
179 were resident in England and Wales and 11 in 
Scotland? Women represent 1.2% of accountants 
in the database and this compares with the 18% of 
bookkeepers who were female in 1881 (Walker, 
2003). While the number of women accountants in 
the CEBs exceeds that reported in the published 
census (which enumerated 89 in England and 
Wales and none in Scotland) their numbers are 
clearly insufficient to challenge the assumption 
that the occupation of accountant was gendered 
male during the late 19th century (Lehman, 1992; 
Kirkham and Loft, 1993). | 

The ages of female accountants ranged from 15 
to 89 years. The average age was 34.6 years (com- 
pared to 26 years for female bookkeepers). Only 


3 It should be noted that the occupations of female account- 
ants in Scotland have not been agreed to the original CEBs as 
these were not available online at the time of writing. 





12.8% of female accountants in England and 
Wales headed the households in which they 
resided on census night. The majority (59.2%) of 
female accountants were daughters, sisters and 
other female relatives of the head of household. A 
further 12.8% were lodgers or boarders and anoth- 
er 6.1% were identified as servants or assistants. 
The age distribution by marital status of female ac- 
countants is revealed in Table 5. 

The married women accountants are of particu- 
lar interest given their apparent departure from the 
contemporary ideal of the domestic wife. Closer 
analysis of this group suggests three sets of cir- 
cumstances. First, in a small number of instances it 
is likely that the wife was effectively 'accountant's 
wife', accountant being her husband's occupation. 
However, we cannot be certain from a scrutiny of 
the CEBs that this was always the case. Second, 
some accountant wives appear to have been en- 
gaged in the family business, performing account- 
ing tasks for a husband who was a retailer or 
craftsman. Third, and more common, were wives 
who were separated from their husbands and like- 
ly to be pursuing an independent income as ac- 
countants. These women tended to reside in the 
home of a relative (usually a parent) or lodged in a 
household whose members were involved in re- 
tailing or trades. However, a few such married 
women accountants headed their own households. 

Widowed accountants are also of interest given 
their potential pursuit of paid work following the 
death of a husband. Although the numbers are 
small, this group appears to have comprised cases 
as follows. First, it is possible that one or two 
women were annuitants but were transcribed as ac- 
countants in error, though the evidence contained 
in the CEBs is not conclusive. Second, widows 
who resided with a relative (often parents) or were 
living in the home of a retailer or tradesman, such 
as a butcher, baker and confectioner, and acted as 
accountant to the same. Third, widows who per- 
formed accounting functions in philanthropic in- 
stitutions or small, family-run schools. Fourth, 
young widows who headed their own households, 
kept a servant and were employed as accountants. 
Fifth, in one or two instances it appears that wid- 
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Table 6 


Spatial distribution of female accountants in England and Wales* 


75 








Females as % of 








in that country. 








Region (Census divisions) Cases % accountants т the region 
London and South Eastern 99 55.3 1.9 
South Midland 4 2.2 1.5 
Eastern 6 34 12 
South Western 43 24.0 3.0 
West Midland 10 5.6 0.6 
North Midland 2 1.1 04 
North Western 7 3.9 0.4 
Northern 2 1.1 0.2 
Yorkshire 0 0.0 0.0 
Wales 5 28 0.5 
Islands 1 0.6 1.5 
Total 179 100.0 1.2 


*Excludes 11 female accountants in Scotland not checked to original CEBs. These represent 0.6% of accountants 














ows carried on the husband’s accounting practice 
shortly after his death with an accountant son. For 
example, when William W. Fletcher, accountant, 
died, his wife Sophia of St Pancras seems to have 
continued the practice, either assisting or assisted 
by their son Joseph. Henrietta Tattersall of 
Bowdon, Cheshire was entered in the CEB of 1881 
as ‘Partner in Accountants Firm’. She had been 
married to Charles Tattersall, Public Accountant, 
and it is likely that she temporarily continued his 
practice with her 20-year-old accountant son, 
Charles. These cases represent the only suggestion 
from the CEBs that women were involved in of- 
fering accountancy services to the general public 
in 1881, 

It is clear from the data in Table 6 that the ma- 
jority of the female accountants (79.3%) in 
England and Wales were located south of a line 
drawn between the Thames and Severn estuaries. 
This is reflected in the counties in which more than 
10 were located: Middlesex (49), Devon (21), 
Surrey (17) and Kent (12). 

A small number of women accountants were 
economically inactive. Three were unemployed, 
one was retired and one was a pauper in 
Walsingham Union Workhouse, Norfolk. Two 
were described in the CEBs by their sex, as ‘fe- 
male accountant’. In most instances the occupation 
of women accountants is simply recorded as ‘ac- 
countant’. In 38 cases it is possible to identify the 
organisation in which the accountant was em- 
ployed. This is possible because occupation was 
more fully described in the CEB as ‘accountant in’ 
or ‘accountant to’. Insights were also provided 
where the relationship of the accountant to the 
head of household was stated as ‘servant’, ‘ac- 
countant' or ‘assistant’ (and the head of house- 


hold’s occupation is given) and where occupation 
is stated as ‘father’s accountant’ (and the father’s 
occupation is given in the CEB). The results reveal 
that these female accountants were principally em- 
ployed in retailing and distribution, and particular- 
ly in trades concerned with food and textiles. The 
most common employments in this sector were ac- 
countant to butcher (eight cases), draper (eight), 
grocer (three) and hotel (two). In 1881 a few 
women were also designated as accountants on 
farms (dairying in particular) (three), in the home 
(two) and with charitable institutions (two). Fanny 
Scroope, nun, was accountant to the Convent of 
the Sacred Heart, Putney. Three women were ac- 
countants in Cornish tin and copper mines. With 
the exception of the latter these sources of em- 
ployment are similar to those reported for women 
bookkeepers in 1881 (Walker, 2003). It is also 
likely that a large proportion of female relatives 
described in the CEB as merely ‘accountant’ who 
were resident in the homes of butchers, grocers, 
bakers, dressmakers and craftsmen were account- 
ants to those pursuing such trades. 


5. Occupational status and identity 

Accountants identified in the CEBs were classified 
into four groups, as indicated by their occupation- 
al descriptions and status in the household. The 
categories were accountants, accountants who 
combined accounting with one or more other oc- 
cupations, accountants who were employed in spe- 
cific organisations, and those who were described 
as accountants but whose principal function relat- 
ed to routine accounting tasks such as clerking, 
bookkeeping or cashier. Of the accountants in the 
database, 7.3% were known to be members of pro- 
fessional organisations at the time the census was 
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Table 7 


Occupational categories of accountants in the CEBs, 1881 














Members of Non-members 

professional of professional 
Category organisations organisations Total 
Accountants 1,077 10,464 11,541 
(90.6%) (69.8%) (71.3%) 
Accountants with multiple 99 938 1,037 
occupations (8.3%) (6.2%) (6.4%) 
Employee accountants 7 2,619 2,626 
(0.6%) (17.596) (16.296) 
Accountant clerk 6 970 976 
(0.5%) (6.5%) (6.1%) 
Total 1,189 14,991 16,180 
B (100.096) (100.0%) (100.0%) 





taken. As Table 7 reveals, the vast majority of 
these were included іп the categories of *account- 
ant’ and accountants with multiple occupations. 

There were variations in the demographic pro- 
files of accountants in the four categories. The av- 
erage age of accountants and accountants with 
multiple occupations was 39.6 and 42.8 years re- 
spectively. This compares with 30.9 for accountant 
clerks and 35.9 years for employee accountants. 
Variations in age distribution were also discerned. 
Whereas 54.8% of accountants and 44.0% of ac- 
countants with multiple occupations were aged 40 
years or under, the percentages for accountant 
clerks and employees were 76.3% and 67.4% re- 
spectively. Not surprisingly, many of those em- 
barking on a career in accounting commenced as 
clerks, apprentices and assistants. Of the 63 indi- 
viduals in the database aged below 15 years, 26 
fell within the accountant clerk category. The 
younger age distribution of accountant clerks was 
also reflected in the fact that 38.9% were sons res- 
ident in parent’s homes on census night compared 
to 17.4% of accountants and accountants with 
multiple occupations. Another difference between 
the four groups is the proportion of employee ac- 
countants who were boarders or lodgers (16.7%, 
compared to 11.0% for the other categories). 

The following sub-sections commence with an 
exploration of the primary occupational identities 
of accountants and proceed to identify. ће charac- 
teristics of those contained in the four occupation- 
al categories. 


5.1. Primary occupational identities 

The occupational descriptions inscribed in the 
CEBs for accountants and accountants with multi- 
ple occupations offer insights to perceived identi- 
ty. They also suggest the existence of diverse and 
complex occupational definitions which compli- 





cated contemporary professionalisation projects. 
Of the 12,578 cases in these two occupational cat- 
egories, 11,031 (87.7%) were merely identified in 
the census as ‘accountant’. The remainder em- 
ployed a range of designations which indicated 
professional status (865 accountants were 'char- 
tered’, 26 were ‘professional’ and three were ‘сег- 
tified’); the domain in which accounting was 
performed (557 were ‘public’ accountants, one 
was a ‘civil’ accountant and 21 were ‘private’ ac- 
countants); the nature of clientele or work per- 
formed (35 were ‘general’ accountants, 32 were 
‘commercial’ accountants, two were ‘statistical’ 
accountants, two were ‘financial’ accountants and 
one was a ‘consulting’ accountant); and sex (as in 
the two instances of ‘female’ accountant referred 
to earlier). 

The primary occupational identity of employee 
accountants and accountant clerks was condi- 
tioned by their status as employees and clerks. 
However, three employees were ‘chartered’ 
accountants and four were ‘commercial’ account- 
ants. Ten accountant clerks were ‘general’ ac- 
countants, two were ‘commercial’ accountants, 
one was a ‘private’ accountant and one was a *pub- 
lic’ accountant. The occupational identity of a 
number of those classified as employee account- 
ants in the database is also likely to have been con- 
ditioned by their employment status. For example, 
27 accountants (including seven women) were en- 
tered as ‘servants’ in relation to the head of house- 
hold. A further seven (four females and three 
males) were identified as 'assistants'. It appears 
that almost all ‘servants’ and ‘assistants’ were em- 
ployed in retailing and distribution. 

For 115 accountants contained in the database 
occupational identity was likely to have been sec- 
ondary to their institutionalised status. At the time 
of the 1881 census, 42 accountants were resident 
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in lunatic asylums (of whom five were in pauper 
asylums), 11 were in hospitals (three in workhouse 
infirmaries) and four in sanatoria (institutions for 
the treatment of tuberculosis). 31 accountants were 
in prison and 23 were in workhouses. A further 
three were resident in institutions dedicated to the 
care of the aged such as Little Sisters of the Poor 
and Sutton’s Hospital in Charterhouse (a home for 
impoverished gentlemen). One accountant was lo- 
cated in a refuge for the homeless in Spitalfields. 


5.2. Accountants 

Those classified in the study as ‘accountants’ 
comprise the most numerous and the least interest- 
ing occupational category. This is because the oc- 
cupational description inscribed in the CEBs was 
little more than simply ‘accountant’. The category 
relates to those whose occupational description 
refers to nothing beyond the practice of account- 
ing, be it in a professional (9.3% were members of 
professional bodies) or non professional capacity 
(90.7%). A number of these ‘accountants’ would 
have been in public practice while others were en- 
gaged in unknown organisations. In the cases of 
768 of the 11,541 individuals classified as ‘ac- 
countants’ detail is provided as to employment sta- 
tus. 289 of these were apprentices (68 to chartered, 
and 221 to other accountants); 22 were described 
as ‘assistant’; 41 were specifically identified as 
employing others (as in ‘accountant employing six 
clerks and three apprentices’). In 416 cases eco- 
nomic inactivity was indicated by the occupation- 
al description: 255 were retired, 20 were 
‘formerly’ accountants, 138 were out of employ- 
ment and three were paupers. Because of its close 
proximity to audit, those accountants whose occu- 
pational description referred to the practice were 
not treated as having a multiple occupation. There 
were 69 instances of ‘accountant and auditor’, 24 
of ‘public accountant and auditor’, six of ‘char- 
tered accountant and auditor’ and one of ‘profes- 
sional accountant and auditor’. In 14 cases 
reference was made in the occupational descrip- 
tion to graduate or university student status. In 51 
cases non-vocational pursuits were mentioned: 18 
referred to preaching in Nonconformist churches; 
10 to being magistrates or Justices of the Peace, 10 
to service in local militia, seven to service on local 
councils and six were ‘organists’. 


5.3. Accountants with multiple occupations 
Descriptions in the CEBs which refer to more 
than one occupation are both problematical and in- 
sightful. While they illuminate issues of occupa- 
tional identity, diversity, task and jurisdiction they 
also involve problems of interpretation, such as 
determining whether an occupational title repre- 
sents a separate vocation. Another issue is identi- 
fying which of the several occupations recorded 
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for an individual was the most significant 
(Woollard, 2004). 

For the purposes of the analysis accountants 
with multiple occupations were understood as 
those who combined accounting with one or more 
other occupations, irrespective of whether 'ac- 
countant' was the first or a subsequently named 
occupation. Ín determining the pursuit of multiple 
occupations descriptions which referred to hon- 
orary or voluntary activities were excluded. Hence 
those whose occupations were recorded, for exam- 
ple, as ‘accountant and town councillor’, *account- 
ant and preacher’, ‘accountant and evangelist’, 
‘accountant and officer in local militia’, or 
‘accountant and organist’, were not classified as 
having multiple occupations. However, an ‘ас- 
countant, estate agent and Baptist Minister’ would 
be deemed to have had dual occupations. 

Some 1,037 individuals in the database were 
classified as accountants with multiple occupa- 
tions. In almost two-thirds of such cases ‘account- 
ant was the first named occupation (and, 
according to the convention adopted by census- 
takers, was assumed to be the most important pur- 
sued by the individual (Woollard, 2004)). In 946 
(91.2%) cases one other occupation was entered in 
addition to accountant, in 78 (7.5%) cases two 
other occupations were recorded, in 8 (0.8%) cases 
three other occupations, and in 5 (0.5%) cases four 
or more occupations were recorded. The account- 
ant with the most diverse occupational profile was 
John C. Collier of Godalming, Surrey who appears 
in the census as ‘Bank Manager, Accountant, 
House Land and Insurance Agent, Distiller of 
Wood employing 11 labourers, Farmer of 1115 
acres employing 6 labourers’. He was closely fol- 
lowed by John Clarey of Stone, Staffordshire who 
was a ‘Certified School Teacher, Auctioneer, 
Valuer, Accountant, Commission Agent’. 

Although only 6.4% of accountants in the data- 
base were classified as having multiple occupa- 
tions, there were variations in their spatial 
distribution. For example, in the London counties 
of Middlesex, Surrey and Kent, where there was a 
high density of accountants (86 per 100,000) and 
where occupational specialisation was likely to 
have been most developed, only 2.6% of account- 
ants had multiple occupations. In the counties of 
Yorkshire, the East Midlands and East Anglia, by ' 
contrast, where the density of accountants was 
only 30 per 100,000 or less, there was greater oc- 
cupational diversity. Here, 11.296 of accountants 
had multiple occupations. Such regional differ- 
ences in occupational specialisation contribute to 
understandings of contemporary disputes over the 
definition of professional practice and the con- 
trasts drawn between London and 'country' ac- 
countants (Walker, 2004b:253—256; Edwards et al. 
2005). 
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Table 8 
Occupations of accountants with multiple occupations, 1881 

Average domestic servants 
Occupation type Instances where head of household 
Agents 404 0.7 
Auctioneers 105 0.7 
Retailers 81 0.7 
Brokers 75 19 
Local administrators 66 0.7 
Collectors 51 0.5 
Surveyors 41 0.5 
Valuers/appraisers 39 0.6 
Dealers 31 04 
Factors 30 0.8 
Company secretaries/managers 28 1.5 
Merchants 24 0.7 
Actuaries 24 1.7 
Craftsmen 23 0.8 
Lawyers 19 0.8 
Farmers 18 1.0 
Teachers 18 0.6 
Reporters/journalists 14 0.2 
Manufacturers 8 1.7 
Other 49 0.8 
Total 1,148 0.8 








The other vocations pursued by accountants with 
multiple occupations are summarised in Table 8. 

The table reveals that the most significant other 
occupation pursued by accountants was agent. 170 
of this group were estate, house or land agents, 75 
were insurance agents and 32 commission agents. 
The next most common other occupation was auc- 
tioneering. If domestic servant keeping is taken as 
a proxy of income and wealth 4 the data contained 
in the table suggests that broking was the most lu- 
crative occupation to combine with accountancy in 
1881. The average number of domestic servants of 
accountants who headed households and engaged 
in stock or share broking was 1.9. The fact that the 
average number of servants in households headed 
by members of professional bodies who combined 
accountancy with stockbroking was higher at 2.8 
may help explain the determination of accountants 
in some parts of Britain such as Glasgow and 
Sheffield to include stockbroking within defini- 
tions of professional practice. Other apparently lu- 
crative occupations were manufacturing, actuarial 
work (primarily in Edinburgh and London) and the 
management and secretaryship of business such as 
railway companies and financial institutions. 

A significant number of accountants with multi- 
ple occupations were involved in vocations which 
were some distance from traditional perceptions of 


4 See Walker (2002) for a discussion of the significance of 
servant-keeping. 








accounting work. One such example was retailing. 
The most frequently cited occupations here were 
stationer (particularly law stationer — suppliers of 
account books), grocer and draper. Those account- 
ants also engaged in local administration tended to 
be registrars of births, marriages and deaths, and 
poor law officers in small and medium sized 
provincial towns. Collectors were involved in the 
retrieval of debts, rates and taxes. Accountants also 
identified as factors were primarily house factors 
in Scotland. Dealers included money lenders, 
pawnbrokers and occupations such as ship and 
beer dealing. Those who were also merchants trad- 
ed in products such as coal, china, corn and timber. 
A surprising number of accountants with multiple 
occupations were involved in artisan work such as 
coach-building, printing, watch and clock-making, 
and cabinet-making. Accountants who were also 
surveyors of land and mines were mainly found in 
East Anglia, and the North and south-west of 
England. Accountants who also practised legal oc- 
cupations were mostly located in Edinburgh and 
the south-east of England. All those individuals 
who combined accountancy with teaching (of ас-. 
counting or other subjects) either privately or in 
schools were located in England and Wales. The 
remaining cases of multiple occupations include a 
diversity of titles such as accountant and engineer, 
artist, author, architect, draftsman or translator. 
These findings attest to the fact that defining the 
scope of the occupation of accountant was ex- 
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Table 9 
Occupational classification of employee and accountant-clerks (where sector is identifiable from 
the CEBs) 




















Class Instances % 
I. Professional 445 15.5 
П. Domestic 0 0.0 

Ш. Commercial 1,749 61.1 

IV. Agricultural 22 0.8 
У. Industrial 647 22.6 

Total 2,863 100.0 





tremely difficult in late 19th century Britain. The 
occupations with which it was combined also sug- 
gest that accounting was principally associated 
with commerce, trade and lower white collar work 
as opposed to the other professions. This had im- 
plications for claims to professional status. 
Despite the attempts of their organisations to de- 
limit professional practice, 8.3% of accountants in 
the database who were identified as members of 
professional bodies pursued multiple occupations. 
Interestingly, the frequency of multiple occupa- 
tions was less common among ICAEW members 
(6.6%) than members of the Glasgow Institute 
(19.5%) who tended to pursue stock and share- 
broking (Shackleton, 1996). A number of char- 
tered accountants in Edinburgh and Aberdeen and 
members of the Scottish Institute of Accountants 
did likewise. However, actuarial work was the 
most frequently cited other occupation of profes- 
sionals in the Scottish capital. The 63 ICAEW 
members with multiple occupations cited auction- 
eering (18 cases), insurance and house agency 
(18), stock and sharebroking (15), actuarial work 
(four), farming (two) and a series of other occupa- 
tions (six) including bank manager, coal merchant, 
collector, consul, and company secretary. 


54. Employee accountants and accountant clerks 
— sectoral distribution 

In the cases of 2,863 (79.5%) of the 3,602 ac- 
countants classified in the study as employees and 
accountant clerks the occupational description or 
relationship to head of household entered in the 
CEBs permitted the identification of the industry 
in which the accountant was engaged. The sectors 
thus identified were analysed according to the oc- 
cupational classification employed in the 1881 
census. A summary of the results of the analysis is 
revealed in Table 9. 

The largest group employed in Class I 
Professional were 131 accountants engaged in law 
offices, principally in firms of solicitors. In addi- 
tion to the occupation of ‘solicitor’s accountant’ 
(which often attracted the opprobrium of profes- 
sional accountants (Walker, 2004c)) there existed a 
smal] number who specialised in drafting state- 


ments of legal costs. More than 50% of account- 
ants employed in the law were located in the south 
of England. Forty-two individuals employed in 
Class I were accountants to other professionals, 
principally to engineers (n=29) but also to survey- 
ors, architects, physicians and the clergymen. 
Again most of these were located in the south of 
England. 

Also included in Class I were 116 accountants 
employed in national government. Among this 
group were a small number of professionals such 
as Reuben Pearson of the ICAEW, who was 
Accountant Clerk to the Commissioner of Taxes, 
Henry W.S. Whiffen, retired Accountant-General 
of the Army and William Moncreiff, CA, 
Accountant of Court, Edinburgh. One quarter of 
this group in national government were employed 
by the Navy, at the Admiralty in London or at 
HM Dockyards in Chatham, Portsmouth and 
Plymouth. Indeed, ‘naval accountant’ appears to 
have been a relatively distinctive sub-occupation. 
Other significant employing departments included 
the Inland Revenue, the General Post Office and 
HM Customs. However, accountants were also en- 
gaged in a variety of other departments and capac- 
ities. These included senior positions such as 
accountant or deputy accountant to the India 
Office, the House of Lords, the Treasury, the 
Education Department and the Stationery Office. 
Not surprisingly, 65.596 of accountants in national 
government were located in London counties. 

There were 120 accountants in Class I employed 
in local government. Though these were geo- 
graphically dispersed, they were concentrated in 
the northern counties of England. The most com- 
mon occupation cited by this group was ‘borough 
accountant'. Two members of the ICAEW were 
borough accountants and a member of the Scottish 
Institute of Accountants was City Chamberlain 
and Accountant in Edinburgh. In all, there were 41 
accountants to boroughs, cities and corporations in 
the 1881 census. A further 24 were involved in the 
local administration of the poor law and eight were 
engaged in parish administration. The remaining 
accountants in Class I comprised 36 individuals 
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engaged in а variety of educational, medical, sci- 
entific, artistic, religious and philanthropic institu- 
tions. 

In Commercial Class Ш one occupational sub- 
group was dominant: the 1,061 accountants who 
were employed in banking. 51.6% of this sub- 
group were located in Scotland where ‘bank ac- 
countant' was a distinctive vocation. The CEBs 
reveal that accountants were employed in a num- 
ber of Scottish banks such as Bank of Scotland, 
Royal Bank of Scotland, Union Bank of Scotland, 
National Bank of Scotland, Dundee Savings Bank 
and the Clydesdale Banking Co. The historian of 
the last named has related how in addition to the 
bank accountant at head office the average branch 
was staffed by a part-time agent (manager), a full- 
time accountant, a clerk and an apprentice. The 
branch bank accountant was modestly remunerat- 
ed for keeping the branch ledgers and calculating 
and applying interest to deposit accounts. He also 
performed internal audit and managerial functions: 


‘In practical terms the accountant at a branch 
was usually a head-office appointment and one 
of his responsibilities was to keep a check on the 
activities of the agent [manager], many of whom 
were part-time bankers with legal practices. 
Much of the burden of running an office there- 
fore fell on the accountant, although the ultimate 
responsibility was the agent's. The branch ac- 
countant was in an extremely . precarious posi- 
tion, balanced between the controls of head 
office and the needs of the agent to meet his cus- 
tomer's requirements and retain their business, 
especially where the agent's salary was tied to 
the volume of business' (Munn, 1988:49, 101; 
also Kedslie, 1990:28—34). 


Although they were also common in bank 
branches in North Wales and the south-west of 
England, there appear to have been distinctive 
characteristics of bank accountants in England and 
Scotland, perhaps reflecting separate banking sys- 
tems and career structures north and south of the 
Tweed. The different age distribution and tran- 
sience of accountants in Scotland was noted earli- 
er. The principal explanation for this appears to be 
the fact that bank accountants in Scotland were 
younger and more mobile than their counterparts 
in England and Wales. Of bank accountants in 
Scotland, 61.5% were aged under 30 compared to 
32.2% in England and Wales; 33.8% were heads of 
households compared to 65.1% and 35.6% were 
lodgers or boarders compared to 21.4%. 

Accountants were also engaged in other finan- 
cial institutions: 92 in insurance and life assurance 
companies and 19 in building and friendly soci- 
eties. Almost 50% of accountants employed in in- 
surance were located in the London region 
although there were also concentrations in 
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Liverpool, Manchester and Edinburgh. A further 
187 accountants were employed in a range of other 


commercial operations such as mercantile trade, 


warehousing, auctioneering and stockbroking. 
Again, almost half were located in the London 
region. 

The second most distinctive occupational sub- 
group identified in this study was 337 railway ac- 
countants. In most cases the individual was 
described in the CEBs simply as ‘railway account- 
ant’. In some instances more detail was provided, 
such as the name of the railway company, an indi- 
cation of the functions performed (such as audit, 
agency or cash management), and/or responsibili- 
ties for particular operations (such as locomotives, 
tramways, goods). A small number of this group 
were accountants to railway contractors. One half 
of railway accountants were located in the London 
counties where the offices of the main railway 
companies were based. However, there were other 
concentrations in the major railway engineering 
complexes at Darlington, Swindon and West Ham. 

A further 53 accountants in the Commercial 
Class were employed in road and water transport. 
Of particular note here are cases of ‘shipping ac- 
countant’, accountants to steamship companies 
and ship owners, and ‘ships accountant’. As noted : 
above, the system of shareholding in merchant 
ships required accounting to the various suppliers 
of socialised capital. Accountants were also em- 
ployed by dock boards and companies in Bristol 
and Southampton. The single most important [оса- 
tion of accountants involved in shipping and docks 
was Liverpool. This resonates with the finding re- 
ported earlier, of high densities of accountants in 
commercial ports. 

As Table 9 reveals, a small number of account- 
ants were employed in Class IV, Agriculture. Of 
the 22 cases, 14 were accountants on estates with 
occupations such as * Accountant estate office' and 
*Steward's Accountant’. The remaining eight cases 
were farm accountants, several of whom appear to 
have been a daughter or a son keeping the books of 
the family holding. 

Table 9 also shows that there were 647 cases of 
accountants employed in the Industrial Class. 56 
of these were engaged in coal mining. Colliery ac- 
countants were mostly located on the South Wales 
coalfield, others were found in Durham and 
Yorkshire. In addition to coal mining, 32 individu- 
als were employed in the distribution of coal as ac- 
countants to coal agents, traders and merchants, in 
towns such as Cardiff. A further 34 were engaged 
in gas companies and gas works. In total, therefore, 
122 accountants were known to have been em- 
ployed in branches of the coal industry — its min- 
ing, processing and distribution. 

Others involved in extraction included 21 ac- 
countants engaged in quarrying for stone and clay. 
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Table 10 
Servant keeping among employee accountants and accountant-clerks 
N heads of Average % Servant 

Occupation households domestic servants keeping 
Accountants in national government 99 1.5 737 
Bank accountants 

England and Wales 334 1.1 78.7 

Scotland 185 07 524 
Insurance accountants 72 0.9 61.1 
Brewery accountants 30 0.8 56.7 
Accountants in local government 100 0.6 55.0 
Railway accountants 239 0.5 38.1 
Mine accountants 61 05 443 
Metal works accountants 90 0.5 48.9 
Draper’s accountants 21 0.4 38.1 
Law accountants 95 0.3 295 





Nine of these were slate accountants in 
Caernarvonshire. 33 accountants were employed 
in metal (tin, copper, iron and lead) mining. These 
were primarily located in the mining districts of 
West Cornwall and, to a lesser extent, Devon. In 
this context it should be noted that many mine 
companies in the south west were organised under 
the ‘Cornish Cost Book System’ (204 tin mines in 
Cornwall, 1873 (Burke and Richardson, 1981)). 
This system involved the appointment of a ‘ригз- 
er’ who, lodged in the mine office or *counthouse', 
performed a treasuryship function in a business 
conducted on a ready cash basis (Barton, 1968:45; 
Morris, 1997). The purser recorded transactions 
and decisions, made up the financial statements 
and distributed dividends on a frequent basis 
(quarterly or half yearly). His books were open to 
inspection by the ‘adventurers’ — the many suppli- 
ers of capital whose interest was also inscribed in 
the volume (Burt and Kudo, 1983; Barton, 
1967:108—109fn, 120, 171). According to Barton 
(1968:115) 'the cost book constituted in a small 
mine the only system of book-keeping considered 
necessary'. It is possible that some pursers were 
identified as accountants (or bookkeepers) in the 
CEBs. 

An additional 130 accountants were engaged in 
the production and distribution of metals. Of these, 
9] were involved in the iron and steel industry, 21 
in tin and eight in copper. The most common oc- 
cupational description here was accountant at/in 
iron works. One third of this sub-group were lo- 
cated in Wales at centres such as Merthyr Tydfil, 
tin plate works at Aberavon and copper works at 
Llanelli. Other concentrations were found in 
Darlington, Sheffield, Middlesbrough, the Black 
Country and Glasgow. 

Some 129 accountants were employed in the 


production and distribution of food, drink and to- 
bacco; 6096 of these were located in the south of 
England and 57 of this sub-group were employed 
in spirituous drink, primarily brewing. Indeed, 
“brewery accountant’ appears to have been a rela- 
tively distinctive occupation, though not in 
Scotland. Of the 63 accountants engaged in food 
industries, the most common occupation (n=20) 
was grocer's accountant, some of whom were 
classed as servants to large stores. Others were en- 
gaged in the corn and flour trade and various other 
products such as tea, sugar, meat and fruit. 

A further 39 accountants were employed in con- 
struction: 30 in house building and decorating (pri- 
marily in the south of England) and nine in 
shipbuilding and wagon building. Considering the 
contemporary importance of the industry, very few 
accountants (n=25) indicated employment in tex- 
tiles and clothes production. In fact, the CEBs sug- 
gest that more ‘accountants’ were engaged in the 
distribution of textiles and clothing products 
(n=51) than their manufacture. Included here were 
39 draper’s accountants, nine of whom were em- 
ployed in a single establishment, Bainbridge & Co. 
department store, Newcastle, where the account- 
ants were resident in a staff hostel on census night. 

Among the remaining industries in which ас- 
countants were employed were paper (n=37) as in 
the cases of accountants to papermakers, publish- 
ers, newspapers and stationers; accountants at wa- 
terworks (n=16), accountants in the timber trade 
(n=9); chemicals (n=8); and in miscellaneous in- 
dustries (n=27) ranging from the processing of 
wax, leather and manure to the manufacture of 
paint, china, glass and explosives. 

Table 10 reveals significant differences in the 
economic and social status of the sub-occupation- 
al groups of employed accountants (as indicated 
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Figure 5 
Spatial distribution of members of professional organisations, 1881 
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Table 11 
Servant keeping among members and non-members of professional organisations 


Membership of 
professional organisation 





Institute of Chartered Accountants in England 
and Wales only 

Institute of Chartered Accountants in England 
and Wales and Scottish Institute of Accountants 


Total ICAEW 
Scottish Institute of Accountants only 


Society of Accountants in Aberdeen 
Society of Accountants in Edinburgh 
Institute of Accountants and Actuaries in Glasgow 


Total Scottish chartered accountants 

Total members of professional organisations 
Non-members of professional organisations 
"Total 


by servant keeping). Accountants in the service of 
national government, bank accountants in England 
and Wales, and insurance accountants appear to 
have headed more prosperous households than 
those employed on the railways, in mines, metal 
works and draperies. Perhaps most surprising is 
the low rate of servant keeping among accountants 
connected with law firms and the courts. 


6. Professional and non-professional 


accountants 

There were 1,189 (7.3%) accountants in the data- 
base who were identified as members of the extant 
professional organisations (the ICAEW, chartered 
organisations in Aberdeen, Edinburgh and Glasgow, 
and the Scottish Institute of Accountants)? 
Published directories and manuscript admission 
books of the professional bodies were utilised to 
identify members at the date of the census. 

As contemporaries noted (Brown, 1905:335-336) 
and recent analysis has confirmed (Edwards et al., 
2005) there were considerable variations in the 
spatial distribution of professional accountants. 
Although it should be noted that at least 9.2% of 
professional accountants are unlikely to have been 
at their usual place of residence on census night 
(being lodgers, boarders and visitors), as Figure 5 
Shows, practitioners were concentrated in particu- 


5 For the purposes of comparison it may be stated that the 
number of members of the six major professional organisa- 
tions resident in the British Isles at 31 December 2005 was 
264,965. A further 85,045 members are located outside the UK 
and Ireland (Professional Oversight Board, 2006: 8-12). 


Cases in 
database 
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Average % 
domestic servant 
servants keeping 


743 1.6 84.3 


Heads of 
households 


932 


19 1.5 93.3 


951 15 
9 1.3 


17 
125 29 
87 24 


229 26 
1,189 17 


14,991 0.6 
16,180 





lar areas. With the exception of significant num- 
bers in Birmingham, Bristol and Newcastle upon 
Tyne where local accountants sought membership 
of the ICAEW following the grant of a royal char- 
ter in 1880, most professional accountants were 
located in the cities where the profession first 
organised: Edinburgh, Glasgow, Aberdeen, 
Liverpool, London, Manchester and Sheffield. 
Although one third of professional accountants 
were located in London and the south-east and one 
fifth in the north-west of England it was in 
Scotland that the greatest density of professional 
accountants was to be found (249, or seven per 
100,000 population) followed by England (921, or 
four per 100,000) and Wales (19, or one per 
100,000). The highest concentrations of profes- 
sional accountants were to be found in Midlothian 
(29 per 100,000) and Lanarkshire (10 per 
100,000). In England the highest densities were 
in the London region (seven per 100,000 in 
Middlesex and Surrey), the north-west (six per 
100,000 in Cheshire and Lancashire) and 
Warwickshire (six per 100,000). 

The data contained in Table 11 indicates a num- 
ber of important findings from the snapshot of the 
occupation of accountant offered by the census 
taken on 3-4 April 1881. First, the great majority 
(92.7%) of those who described themselves as ac- 
countants in the CEBs were not members of pro- 
fessional organisations. Second, there were 
considerable variations in status, income and 
wealth between professional and non-professional 
accountants, at least as indicated by servant keep- 
ing. 86.2% of accountants who were members of 
professional organisations kept at least one ser- 
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vant. Оп average they employed 1.7 servants per 
household. By contrast, only 45.6% of non-profes- 
sional accountants kept servants and where they 
did, the average per household was only 0.6. 
Therefore, one half of non-professional account- 
ants who were heads of households appear not to 
have conformed to a major attribute of middle 
class status. 

A demographic statistic also suggests this differ- 
ence in the economic fortunes of professional and 
non-professional accountants. Among the Victorian 
middle classes marriage was deemed advisable only 
when personal economic resources were sufficient 
to support a wife, children and a household appro- 
priate to one’s status (Walker, 1988:209-218). The 
marital status of accountants contained in the data- 
base is known for the majority of cases. The data 
suggests that chartered accountants had greater fi- 
nancial security. Whereas 5.3% of chartered and 
5.9% of non-chartered accountants were widowed, 
68.9% of chartered compared to 58.8% of non-char- 
tered accountants were married at census date. 

Third, within the organised profession there 
were variations in status. Contemporaries often 
contrasted the high standing of accountants in 
Scotland with that of practitioners in England and 
Wales (Walker, 1988:12-21). The data in Table 11 
tends to confirm this perception. It reveals that the 
average number of servants in the households 
headed by Scottish chartered accountants was 2.6 
compared to 1.5 for members of the ICAEW. 

Contemporaries and historians have also ob- 
served occupational and status differences be- 
tween London and non-metropolitan chartered 
accountants. Events leading to the formation of the 
ICAEW in 1880 had revealed the ‘sectionalism’ 
which characterised the accountancy profession in 
England and Wales during the 1870s (Walker, 
2004b:253—254; Edwards et al., 2005). Again, the 
London-provincial divide is borne out by the data. 
The average number of domestic servants em- 
ployed by ICAEW members located in the London 
counties of Middlesex, Surrey and Kent was 1.9 
compared to 1.4 for those located in other parts of 
England and Wales. In Lancashire and Yorkshire, 
where the provincial organisations which merged 
with the London based bodies in 1880 had been lo- 
cated, the averages were only 1.2 and 1.3 respec- 
tively. 

Among accountants who were not members of 
professional organisations there were also some 
less marked regional variations in rates of servant 
keeping. In Scotland the average number of ser- 
vants was 0.7, in the south-east of England it was 
0.6. However, in Northern England and in Wales 
the average was 0.5. There were also variations ac- 
cording to the employment status of the account- 
ant. The average number of domestic servants in 
households headed by accountant clerks was only 
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0.4 compared with 0.7 for those classed as ac- 
countants, and 0.8 for employee accountants and 
accountants with multiple occupations. 


6.1. Use of credentials 

A central tenet of the professionalisation projects 
of the accountancy organisations formed in Britain 
during the second half of the 19th century was 
instituting defining nomenclatures such as 'char- 
tered accountant’, ACA, FCA and CA. In the ab- 
sence of statutory registration of the profession 
credentialism was essential to the pursuit of mar- 
ket dominance and social closure (Walker, 1991). 
The professional organisations were anxious to en- 
courage the use by their memberships of creden- 
tials. The occupational descriptions contained in 
the CEBs offered by professional accountants in 
the privacy of their homes provide insights to the 
extent to which defining descriptions were inter- 
nalised. 

The data contained in Table 12 indicates that less 
than half of professional accountants who com- 
bined accounting with another occupation referred 
in the CEBs to their membership of a chartered 
body (Walker, 1991). The table also indicates a 
higher predilection by chartered accountants in 
Scotland to use professional designations than 
their counterparts in England. and Wales. It should 
be remembered here that the chartered societies in 
Edinburgh, Glasgow and Aherdeen had been es- 
tablished in 1853 and 1866 respectively, and the 
ICAEW was formed and assumed defining creden- 
tials in 1880, shortly before the census was taken. 
That said, it was surprising to discover that the first 
two Presidents of the ICAEW, William Turquand 
and Robert Palmer Harding, were merely described 
in the census as ‘accountant’ and the third President, 
Arthur Cooper was a ‘public accountant’. 

Within Scotland there was also a reduced incli- 
nation to indicate membership of a professional 
body among members of the Glasgow Institute, 
where the joint-occupation of stockbroking was 
often pursued. In Edinburgh the defining creden- 
tial of members of the local accountancy body was 
so established that a number cf accountants simply 
entered ‘CA’ on the census form. In 1897 James 
Martin wrote of ‘CA’ that the letters ‘are at best but 
a professional designation. But you see them used 
in all sort of ways in their private life and conduct. 
They put them upon their intimations of births, 
their marriages and deaths, nay, even on their 
tombstones’ (Martin, 1897). The distinctive local- 
ism and varied status of the chartered societies in 
Scotland was also indicated by those who added 
‘in Aberdeen’, ‘in Edinburgh’ or ‘in Glasgow’ to 
their occupational descriptions. 

Perhaps most surprising is the large number of 
individuals (337), included in the ‘accountant’ cat- 
egory, eligible to indicate their membership of a 
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professional organisation but chose not to. Of 
these cases, 76.6% were simply referred to in the 
census as ‘accountant’, a few were entered as ‘pro- 
fessional accountant’ and ‘certified accountant’. 
Edwards et al. (2007) have illustrated the signifi- 
cance of the description ‘public accountant’ in 
England and Wales. Indeed, 20.2% (members of 
the ICAEW) were identified in the CEBs as ‘pub- 
lic accountant’ suggesting that at the time of the 
formation of the professional organisations in 
England and Wales, the ‘in practice’/employee dis- 
tinction was central to occupational and profession- 
al identity. ‘Public accountant’ is how important 
members of the early ICAEW, such as Arthur 
Cooper and Edwin Guthrie, were designated in the 
census. The contemporary significance of the term 
‘public accountant’ is also indicated by the fact that 
14 ICAEW members who did refer to their mem- 
bership of the Institute also used ‘public’ in their oc- 
cupational description. Examples include ‘Public 
(Chartered) Accountant’, ‘Public Accountant ACA’ 
and “Public Accountant and Fellow of ICAEW’. By 
contrast, members of the accountancy bodies in 
Scotland were primarily identified in the CEBs as 
‘chartered’ rather than public accountants by 1881. 
Although 38.4% of members of the ICAEW and 
14.4% of Scottish chartered accountants contained 
in the database did not indicate their chartered sta- 
tus in the CEBs there were others who seemed de- 
termined to take advantage of it. There were 29 
individuals in the database who were not members 
of the chartered organisations at census date but 
entered as chartered accountants. In a number of 
cases it is possible that the occupation was wrong- 
ly entered in the census; the individual was an ap- 
prentice chartered accountant or a discharged 
apprentice whose membership was imminent, or 
the individual was a clerk to a chartered account- 
ant. In one or two cases in Scotland it appears that 
the accountant had failed to complete an appren- 
ticeship but indicated membership of a profession- 
al body. There is also one example of a former 
member who continued to use a professional des- 
ignation. William Cowan was described in the 
census as a chartered accountant. He had been ad- 
mitted to the Institute of Accountants and 
Actuaries in Glasgow in December 1853 but was 
removed from the list of members in 1868 for non- 
payment of subscriptions (Stewart, 1977:72). 
There are other instances where the ‘chartered ac- 
countant’ appears to have no current or former af- 
filiation with a professional body. For example, 
Richard H. Fitzgerald, from Dublin, aged 27 and a 
boarder in the home of a solicitor in Islington. 


§ For summaries of research findings on the work of pro- 
fessional accountants during the period covered by this study 
see Boys (1994: 37-42) and Matthews et al. (1998: 30-36; 
93-112). 
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7. Conclusions 
The main findings of this study and their implica- 
tions for understandings of the problems of occu- 
pational definition and  inter-organisational 
conflict in the British accountancy profession are 
now considered. 

Regional analysis reveals that the highest densi- 
ties of accountants in Great Britain in April 1881 
were found in the south of England and Wales, 
particularly the region bordering the Bristol 
Channel and Severn Estuary. Local analysis shows 
that accountants were concentrated in ports, major 
administrative and commercial centres and county 
towns, locations associated with metal manufac- 
turing and processing, and watering places. 
Interestingly, comparatively low densities of ac- 
countants were found in northern centres of textile 
manufacturing — these were areas with high con- 
centrations of bookkeepers. It is speculated that 
these spatial variations reflected socio-cultural dif- 
ferences in the meaning of the word ‘accountant’. 
Regionalised occupational descriptions may have 
been sustained by communication, business and 
social networks. It is also suggested that the con- 
centration of accountants in ports and certain min- 
ing districts may have reflected the accounting 
associated with socialised capital in the extractive 
and shipping industries. A gender dimension is 
also discernible. The use of the description 'ac- 
countant’ appears to have been more frequent in 
counties where bookkeeping was feminised. Here 
then we have a portrayal of a loosely defined oc- 
cupation where boundaries and meanings were 
obscure and varied over space. 

Only 1.296 of accountants in 1881 were women 
and the majority of these were unmarried or wid- 
owed. Female accountants were mostly located in 
the south of England and employed in retailing and 
distribution. Although the number of women ac- 
countants identified was higher than in studies 
based on published census reports, they were in- 
sufficient to question the assumption that the oc- 
cupation was gendered male during the late 19th 
century. However, the presence of women ac- 
countants confirmed that the occupational title 
could be employed without restriction — during a 
period when professional occupations were char- 
acterised by exclusively male composition and 
gentlemanly character. 

The analysis of CEBs for 1881 reveals consider- 
able diversity in the occupational identities and 
employment statuses of those entered as account- 
ants. It is also abundantly clear that the traditional 
research focus on the work of the profession (par- 
ticularly on insolvency and auditing) and practice 
firms veils the performance'of a vast array of tasks 
by the wider accountancy populace operating in 
manifold organisations. The common descriptor, 
*accountant', embraced a variety of occupational 
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statuses and more specific identities (such as char- 
tered, public, certified, professional, private, gen- 
eral, commercial, financial, consulting, female and 
statistical accountants) served to complicate and 
confuse the occupational terrain. Such variations 
would have rendered occupational definition and 
professional organisation complex during the late 
19th century. In the study, 71.3% of the population 
was classified as ‘accountants’, a further 6.4% re- 
vealed in the census that they combined account- 
ing with another occupation, 16.2% specifically 
indicated that they were employee accountants and 
6.1% used descriptions that linked them to the per- 
formance of routine accounting functions. This 
contrasted with the application of specialist 
knowledge and independent practice associated 
with professionalism. 

Studying accountants with multiple occupations 
also reveals spatial variations in occupational spe- 
cialisation and obscure jurisdictional boundaries, 
both of which complicated identification of the 
scope of the occupation and the limits of the pro- 
fession. While some accountants practised the 
craft in combination with occupations that may be 
considered complementary, or in reasonably close 
proximity to accounting (such as actuaries, agents, 
factors, brokers, collectors and company зесге- 
taries), others (such as retailers, merchants, farm- 
ers, journalists and craftsmen) were some remove 
from the core knowledge usually associated with 
the vocation. The data suggests that some of the 
other occupations pursued by accountants, particu- 
larly, stockbroking, were highly lucrative. Perhaps 
this explains why accountants in centres such as 
Glasgow and Sheffield were keen to include such 
work within definitions of professional practice 
while critics perceived it as ‘trade’. 

The majority of accountants who were known to 
be employees worked in the commercial sector 
rather than in industry. The study has revealed 
some distinctive sub-occupations which have 
tended to escape the attention of previous com- 
mentators. The presence of sub-occupations also 
complicated the definition of occupational bound- 
aries. Sub-occupations included bank accountants 
(there were separate vocations in England and 
Wales, and Scotland), railway accountants, mine 
accountants, naval accountants, civil service ac- 
countants and accountants in local government. 
Interestingly, only the latter group attempted to in- 
stitutionalise their distinctive collective identity 
through professional organisation (in the form of 
the Corporate Treasurers’ and Accountants’ 
Institute (later CIPFA) in 1885). 

The findings reported in the paper confirm the 
elitist character of early professional organisation 
and the creation of a large community of excluded 
‘outs’ by 1881. Only 7.3% of the accountants in 
the database have been identified as members of 
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the professional organisations extant on census 
night. The greatest density of professional ac- 
countants was found in Scotland and in Edinburgh 
and Glasgow in particular. In England profession- 
al accountants were concentrated in areas repre- 
sented by the organisations which formed in the 
1870s, in London and the north-west of England. 
However, there were also high densities in 
Warwickshire, where no local organisation had 
been constituted but was the source of a significant 
number of entrants to the ICAEW from 1880. The 
study reveals considerable variations in status be- 
tween professional and non-professional account- 
ants, perhaps indicating why non-organised groups 
were anxious to gain access to the rewards of in- 
stitutionalisation and the use of defining creden- 
tials, as epitomised by the emergence of several 
organisations of accountants from the mid-1880s. 

As contemporaries suggested, there were varia- 
tions in status within the organised accountancy 
profession, and these inform our understanding of 
the intra-professional conflicts which could later 
frustrate registration and merger attempts. Most 
notable were the socio-economic differences be- 
tween Scottish and English chartered accountants 
and, within the latter, the superior status of London 
compared to provincial chartered accountants. In 
1881 English chartered accountants were yet to se- 
cure the full fruits of market advantage provided 
by the recent formation of the ICAEW. Indeed, 
many still referred to themselves in the census as 
*public' rather than chartered accountants. By con- 
trast members of the Edinburgh, Glasgow and 
Aberdeen societies had benefited from the usage 
of defining credentials since the 1850s and ‘60s. 

The foregoing spatial, demographic and occupa- 
tional analysis offers a snapshot of accountants in 
Britain in 1881. The results portray a diverse and 
ill-defined craft, one which encompassed consid- 
erable variations in employment and social status. 
It is not surprising that organising this disparate 
occupational community was to prove so partial 
and complex and that the structures which did 
emerge served to institutionalise divisions and per- 
petuate intra-professional conflicts for generations 
to come. 
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In Memoriam: Harold Edey 





Emeritus Professor Harold Edey died on 12 March 
2007. He qualified as a chartered accountant in 
1935 and, after war service in the Navy and a 
period as an investment analyst, he joined the 
London School of Economics (LSE) as lecturer in 
accounting and finance in 1949. He became 
Reader in Accounting in 1955 and Professor of 
Accounting in 1962-80. He was the School's first 
pro-director in 1967, and was also responsible for 
developing one of the first Masters courses in ac- 
counting in Britain, which is now the Masters in 
Accounting and Finance — the largest MSc pro- 
gramme in the School. A uniquely large proportion 
of British professors of accounting have been 
Harold's students at some point in their careers, 
and he made a point of encouraging young char- 
tered accountants, including those like himself 
who had not attended university as full-time un- 
dergraduates, to enter academic accounting. 
Harold was the first academic member of the 
Council of the Institute of Chartered Accountants 
in England & Wales (ICAEW), from 1969—1980, 
where he won respect through his service, com- 
municating academic ideas to accountants in prac- 
tice and industry. He was a member of the original 
Accounting Standards Steering Committee in the 
1970s (the predecessor of today's ASB). In 1987, 
he was awarded the ICAEW's Founding Societies’ 


Award for his contribution to accounting research 
and higher education. He was elected as an hon- 
orary member of the Worshipful Company of 
Chartered Accountants in England & Wales. 

Harold played a wider role in administration and 
educational developments beyond the University 
of London and the LSE. He was involved in the 
formative years of the Association of University 
Teachers of Accounting, which later became the 
British Accounting Association (BAA). The BAA 
awarded him its Lifetime Achievement Award in 
2004. At the London Graduate School of Business 
Studies (now the London Business School) he was 
a member of the Academic Planning Board and a 
Governor. He was also Chairman of the Arts and 
Social Studies Committee of the CNAA and mem- 
ber of the Council, which recognised his contribu- 
tion to higher education and to the discipline of 
accounting by conferring on him the degree of 
Doctor of Laws, honoris causa. He was an aca- 
demic adviser to the independent University 
College of Buckingham (now the University of 
Buckingham) from its early days. He retired from 
LSE in 1980. Between 1980 and 1995 he was an 
Honorary Professor at the University College of 
Wales, Aberystwyth, while retaining a connection 
at the LSE. His interest in Celtic languages led to 
his learning Welsh and Cornish and his election as 
a Bard of the Cornish Gorseth (named Pedr An 
Mor) in 1933. 

Edey's major academic interest was in financial 
accounting and reporting, its economic rationale 
and relationship to financial management, and the 
history of its interaction with the law. He also 
wrote about National Income accounting. His sem- 
inal papers included ‘Accounting principles and 
business reality’ (reprinted from Accountancy 
1963 in Carsberg and Edey (eds. Modern 
Financial Management, Penguin, 1969); ‘The na- 
ture of profit' (Accounting and Business Research, 
1970); “Deprival value and financial accounting’ 
(n Edey and Yamey (eds. Debits, Credits, 
Finance and Profits, Sweet & Maxwell, 1974). 
These papers are still used in teaching at LSE. 

Harold Edey published several books. His major 
papers are collected in Edey, H.C., Accounting 
Queries (New York and London: Garland, 1982). 
A festschrift in his honour, External Financial 
Reporting (LSE/Prentice-Hall), was edited by 
Professors Bryan Carsberg and Susan Dev in 1984. 


Richard Macve 
London School of Economics 
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IAS 29 and the cost of holding money under 
hyperinflationary conditions 


Andrew Higson, Yoshikatsu Shinozawa and Mark Tippett* 


Abstract—Empirical evidence is presented on the efficacy of procedures summarised in IAS 29: Financial 
Reporting in Hyperinflationary Economies for estimating the loss in purchasing power from holding monetary 
items during hyperinflationary periods. Our empirical analysis encompasses 32 hyperinflationary economies cov- 
ering a wide variety of hyperinflationary conditions and spanning a period of more than 80 years. While the esti- 
mation procedures summarised in IAS 29 perform poorly under all the hyperinflationary conditions encompassed 
by our sample, they are especially poor when the rate of inflation accelerates towards the end of a relatively short 
hyperinflationary period. For these latter economies, our best estimate of the actual purchasing power loss is typi- 
cally only a small fraction of the figure obtained under the IAS 29 procedures. For hyperinflations of longer dura- 
tion, the IAS 29 procedures return estimated purchasing power losses that are typically around 1046 larger than our 
best estimate of the actual losses. We also derive and empirically test a general class of ‘two point’ estimation for- 
mulae that make more efficient use of the sparse information set on which the IAS 29 estimation procedures are 
based. The results obtained from this procedure are encouraging and suggest it is possible to obtain reliable esti- 
mates of purchasing power losses using only sparse information sets provided realistic assumptions are made about 
the way monetary holdings respond to variations in the purchasing power of the currency. 
Key words: Hyperinflation; IAS 29; monetary items; quadrature (estimating) formula; purchasing power loss. 


1. Introduction 

Seigniorage is the process whereby governments 
print currency and exchange it at face value for the 
goods and services required to implement their 
spending programmes. Governments generally en- 
sure that the rate of growth in the currency is 
roughly comparable with the rate of growth in gen- 
eral economic activity. However, there are numer- 
ous instances of weak and/or insipid governments 
that have relied almost exclusively on seigniorage 
to finance their spending programmes. In these 
cases the rate of growth in the currency normally 
far exceeds the rate of growth in general econom- 
ic activity and the currency ends up being debased 
by hyperinflation. The most notorious example of 
this practice is provided by the German hyperinfla- 
tion during the Weimar Republic after the First 
World War as it struggled to meet the reparation 
payments required of it under the Versailles Treaty. 
More recent examples of these hyperinflationary 
seigniorage practices are provided by Angola be- 
tween 1996 and 2005, Belarus between 1995 and 
2003, Madagascar between 1994 and 1996, Poland 
between 1990 and 1995, Romania between 1994 
and 2002, Russia after the break-up of the Soviet 
Union in 1992, Turkey until the reform of the cur- 
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rency in 2005 and the Ukraine between 1993 and 
1997. Hence, it is not unusual to encounter organ- 
isations that have to operate under hyperinflation- 
ary conditions and the International Accounting 
Standards Board (IASB) has endorsed the finan- 
cial reporting standard IAS 29: Financial Reporting 
in Hyperinflationary Economies (IASC, 1989) to 
meet the unique financial reporting problems that 
arise in such environments. . 

IAS 29 does not establish an absolute rate of in- 
flation at which hyperinflationary conditions will 
be deemed to prevail but instead sets out some 
general characteristics that indicate the presence of 
hyperinflation and under which the reporting pro- 
visions summarised in the standard are to be 
implemented. The characteristics include the ob- 
servation (para. 3) that the ‘general population’ 
prefers to maintain its wealth in non-monetary as- 
sets or in monetary assets denominated in a rela- 
tively stable foreign currency; that interest rates on 
debt transactions are linked to the rate of change in 
prices while credit sales and purchases are made 
at prices which compensate for the expected loss 
in purchasing power over the credit period; and 
that the cumulative rate of inflation over the previ- 
ous three years is approaching or exceeds 100%. 
When these conditions are satisfied, para. 8 of IAS 
29 mandates that published corporate financial 
statements *shall be stated in terms of the measur- 
ing unit current at the reporting date’. This means 
that the revenue and expense items appearing on 
an organisation's profit and loss statement will 
have to be restated by multiplying them by the 
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ratio of the general price index at the end of the ге- 
porting period to the general price index at the 
time when the revenue was received or expense in- 
curred. Likewise, the fixed assets appearing on an 
organisation’s balance sheet will have to be restat- 
ed by multiplying them by the ratio of the general 
price index at the balance sheet date to the general 
price index at the time when the fixed assets were 
acquired. However, IAS 29 also notes that organi- 
sations typically hold assets and liabilities denom- 
inated in the currency of the hyperinflationary 
economy (so called monetary assets and liabilities 
or monetary items) and these will rapidly decrease 
in purchasing power as the hyperinflation eats 
away at their nominal value. Given this, para. 9 of 
IAS 29 also mandates that the net gain or loss in 
purchasing power from holding these monetary as- 
sets and liabilities must be included in the organi- 
sation’s profit or loss and separately disclosed. 
Unfortunately, IAS 29 provides only limited 
guidance about how the gain or loss from holding 
these monetary items is to be estimated, suggest- 
ing instead that (para. 10) ‘consistent application 
of these ... procedures and judgements’ employed 
in estimating the gain or loss in purchasing power 
*is more important than the precise accuracy of the 
resulting amounts included in the restated finan- 
cial statements’. However, if shareholders and oth- 
ers are to make effective assessments about how 
well organisations have managed their monetary 
assets and liabilities and the purchasing power 
gains and losses that arise from them (both in ab- 


! An organisation’s monetary position or equivalently its 
monetary items, is its monetary assets less its monetary liabil- 
ities. While an individual organisation's monetary position can 
be positive or negative (depending on whether its monetary 
assets exceed its monetary liabilities) for the economy as a 
whole the aggregate monetary position must be negative since 
someone has to hold the currency issued by the government. 
See Lucas (2000:247) for further discussion of this point. 

? A good example of this practice is to be found in the 
numerical example appended to International Public Sector 
Accounting Standard IPSAS 10: Financial Reporting in 
Hyperinflationary Economies which is available from the fol- 
lowing website: 

http://www.ifac.org/Members/Source_Files/Public_Sector/ 

IPSAS 10.PDF 

Other countries which have adopted IASB standards have 
also followed this practice. For example, until recently the 
Australian Accounting Standards Board appended the IPSAS 
10 numerical example to AASB 129: Financial Reporting in 
Hyperinflationary Economies which is the Australian equiva- 
lent of IAS 29. AASB 129, complete with the IPSAS 10 nu- 
merical example, may be viewed at the following website: 

http:/Avww.comlaw.gov.au/ComLaw/Legislation/Legislative 

Instrument] .nsf/0/BF20E8CBE34CD250CA25700300244 

CCA/$file/AASB129_07-04c.pdf. 

3 See Lucas (2000) for a summary of this literature. 

4 An organisation’s real monetary position is the book value 
of its monetary items divided by the price index used to calcu- 
late the gain or loss in purchasing power arising on its mone- 
tary items. It is, in other words, equivalent to the ‘purchasing 
power’ of the firm's monetary items. 
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solute terms and in comparison with other organi- 
sations) then it is important that the gain or loss 
from holding monetary items reported on an or- 
ganisation’s profit and loss statement be as accu- 
rate as possible. 

This ‘consistency rather than accuracy’ principle 
that underscores the re-statement process sum- 
marised in IAS 29 no doubt informs the ‘illustra- 
tive’ examples appended io the statement by those 
countries which have sought to make their domes- 
tic accounting standards compatible with the stan- 
dards issued by the JASB. The estimation 
procedures demonstrated in these illustrative ex- 
amples are based on the premise that an organisa- 
tion’s monetary position! changes on just a few 
(typically, one or two) occasions over an annual 
reporting period and that in between these changes 
its monetary position remains constant.? However, 
there is a long line of empirical work beginning 
with Cagan (1956) which shows that organisations 
rapidly adjust their holdings of monetary items as 
the rate of inflation gains momentum? In the 
German hyperinflation referred to earlier, for ex- 
ample, Cagan (1956: 102) shows that real mone- 
tary holdings declined by over 90% in the period 
from July 1922 until October 1923 as a conse- 
quence of a monthly inflation rate which grew 
from 43% in July 1922 to over of 3,773% by 
October 1923.4 In such hyperinflationary environ- 
ments, it is problematic whether an organisation’s 
monetary holdings over the reporting period can 
be captured by the one or two observations of that 
variable on which the IAS 29 estimation proce- 
dures are invariably based. This in turn means that 
the IAS 29 estimation procedures will form an un- 
reliable basis for assessing the efficiency (or other- 
wise) with which organisations manage the 
purchasing power gains and losses that arise on 
their monetary assets and liabilities. 

Given this, our purpose here is twofold. First, we 
use data from 32 hyperinflationary economies 
spanning an 80-year period to asses the relative ef- 
ficiency of the procedures summarised in IAS 29 
for estimating purchasing power gains and losses 
under a broad range of hyperinflationary environ- 
ments. Our empirical analysis shows that the esti- 
mation procedures summarised in IAS 29 perform 
poorly, but especially so when the rate of inflation 
accelerates towards the end of a relatively 
short hyperinflationary period. For these latter 
economies, our best estimate of the actual purchas- 
ing power loss is typically only a small fraction of 
the figure obtained under the IAS 29 procedures. 
For hyperinflations of longer duration, the ТАЗ 29 
procedures return estimated purchasing power 
losses that are typically around 10% larger than 
our best estimate of the actual losses. 

Our second contribution lies in the development 
of more sophisticated approaches for estimating 





Vol. 37 Мо. 2. 2007 


the purchasing power gains and losses that arise on 
monetary holdings. These more sophisticated pro- 
cedures invoke the assumption that organisations 
rapidly adjust their monetary holdings as the rate 
of inflation gains momentum in contrast to the es- 
timation procedures summarised in IAS 29, which 
make the unlikely assumption that organisations 
adjust their monetary holdings on just one or two 
occasions over a given hyperinflationary period. 
Moreover, our empirical analysis shows that the es- 
timated purchasing power losses under these more 
sophisticated techniques are typically within 2.5% 
of our best estimate of the actual purchasing power 
losses. This result has the important implication that 
it is possible to obtain reliable estimates of purchas- 
ing power losses using only the sparse information 
set on which the IAS 29 estimation procedures are 
typically based provided realistic assumptions are 
made about the way organisations adjust their mon- 
etary holdings in response to variations in the pur- 
chasing power of the currency on issue. 

We commence our analysis in the next section 
by summarising the numerical procedures we use 
for determining our ‘best estimates’ of the actual 
purchasing power losses that arise on the hyperin- 
flationary economies employed in our empirical 
analysis. We then illustrate the practical applica- 
tion of these procedures by determining our best 
estimates of the actual losses in purchasing power 
on the currency on issue for the US and the UK for 
each year over the period from 1990 until 2005. 
Our calculations show that the procedures en- 
dorsed by IAS 29 return systematically biased es- 
timates of the purchasing power losses on the 
currencies of both countries when compared to our 
best estimates of the actual purchasing power loss- 
es. Fortunately, the estimation errors are not partic- 
ularly large — typically, 3-4% of our best estimate 
of the actual figure. However, the systematic na- 
ture of the errors suggests that were the IAS 29 
procedures to be applied to the data of hyperinfla- 
tionary economies then errors of a considerably 
larger magnitude would be incurred. Section 3 ex- 
plores this latter issue in further detail by compar- 
ing the estimated purchasing power losses for our 
32 hyperinflationary economies under the IAS 29 
procedures with our best estimate of the actual 
purchasing power losses. In Section 4 we derive 
and then empirically evaluate a general class of 
*two-point' estimation formulae that make more 
efficient use of the sparse information set on which 
the IAS 29 estimation procedures are typically 
based. As previously noted, while this two-point 
estimation procedure is based on the same infor- 


5 See Willett (1987, 1989) and Ijiri (1976) for an account of 
how a firm's double-entry bookkeeping system may be repre- 
sented in terms of the net inflow/outflow of its monetary 
items. 
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mation set as the IAS 29 estimation procedures, 
our empirical analysis shows that the two-point 
procedure provides much more reliable estimates 
of the purchasing power losses arising on the hy- 
perinflationary economies examined in our empir- 
ical work. Our analysis concludes in Section 5 by 
summarising our main results and briefly examin- 
ing their implications for the quality of earnings 
reported by firms that have to operate under hyper- 
inflationary conditions. 


2. Estimation procedures 

Cagan (1956: 78) notes that inflationary seignior- 
age policies reduce the purchasing power of the 
currency and thereby impose a tax on all who have 
money or have money owed to them. One can il- 
lustrate this point by dividing a typical reporting 
year into n subintervals of equal length and sup- 
posing that an organisation's net monetary position 
(monetary assets less monetary liabilities) at the 
beginning of the ј® of these subintervals amounts 
to п (2) pounds. Then if P (5) is an index of prices, 
the loss (or gain) in purchasing power over this ј® 
subinterval will be approximately 


„2 pd - pd 
ME TS 


Furthermore, one can re-state this loss (or gain) in 
purchasing power in terms of the price level which 
prevails at the end of the reporting year, in which 
case it follows that 





n It n 
ry mA 
pb rE 


is the approximate loss in purchasing power over 
the j® sub-interval in end of reporting year prices. 
Summing these calculations over all n subintervals 
and letting n — œ shows that the loss in purchas- 
ing power will be identically equal to 


1 1 
P! 
P(1) | ОО = "07| З dlog[P(9]. ° 
0 0 
Of course the difficulty here is that over any given 
year the index of prices, P(t), and the real holding 
of monetary items, ae are observed at a small 
number of points only. In between these points, 
one has to infer somehow what the monetary posi- 
tion and the index of prices might have been. 
Probably the most useful and best documented 
way of addressing numerical integration problems 
like this is to approximate the real monetary posi- 
tion, d and the logarithm of the index of prices, 
P(t), by interpolating polynomials based on the 
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Table I | 


Formulae for estimating purchasing power gains and losses on monetary items 





First-degree interpolation formula 
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This table summarises four formulae for estimating the purchasing power gains end losses that arise over 
an annual period on an organisation’s monetary holdings. е шша: in the first panel approximates the ratio 
of the organisation's monetary holdings to the price index, 20 E ) and the logarithm of the price index, log[P(t)], 
by linear (or first-degree) interpolating polynomials. The formula in the second panel approximates a and 
log[P()] by quadratic (or second-degree) interpolating polynomials. The third panel is based on cubic 
(third degree) polynomial approximations while the fourth panel employs quartic (fourth- -degree) polynomial 


approximations. 











Vol. 37 No. 2. 2007 


small number of points at which the exact values 
of these functions are known. The case for this par- 
ticular approximating procedure is strong 
(Carnahan et al., 1969:2—3). For a start, the theory 
of polynomial approximations is well developed 
and fairly simple. Furthermore, most of the other 
functions that one might consider as potential can- 
didates for approximation purposes (trigonomet- 
ric, logarithmic, exponential functions, etc.) must 
themselves be evaluated using these polynomial 
approximation techniques. Finally, there are strong 
analytical reasons for believing that interpolating 
polynomials will provide ‘good’ approximations 
to the real monetary holdings and price index func- 
tions. Here, ‘good’ implies that the differences be- 
tween the approximating polynomial and the 
function being approximated can be reduced to an 
arbitrarily small figure. The important result here 
is the Weierstrass Approximation Theorem, which 
under a minimal set of regularity conditions and in 
the present context, says that the real monetary 
holdings and price index functions can be approx- 
imated to any desired degree of accuracy by a par- 
ticular interpolating polynomial (Carnahan et al., 
1969:3). Moreover, this result is normally imple- 
mented by employing low order interpolating 
polynomial approximation formulae (Carnahan et 
al., 1969:77). Given this, in Table 1 we summarise 
some low order approximating formulae for the 
purchasing power gain or loss based on the as- 
sumption that both the price index and real mone- 
tary holdings are observed on a monthly basis 
throughout the reporting year. 

The formula in the first panel of this table 
approximates BO and log[P(t)] by linear (or first 








$ MI is the monetary aggregate which is normally em- 
ployed in empirical work of the kind undertaken here. See, for 
example, Lucas (2000:248—252). 


? Simple algebraic manipulation shows that this formula 
may be re-stated as 


по) О) (ат) moy О) 


This shows that the loss in purchasing power is comprised 
of the rate of inflation over the entire year multiplied by the 
currency on issue at the beginning of the year plus the rate of 
inflation over the period from time c until the end of the year 
multiplied by the change in the currency on issue during the 
year. Moreover, one can take the derivative through this ex- 
Iv with respect to P(c) and thereby show: 


SOR E POR 
= mC) - m(0) 
ро) | 

Now, in hyperinflationary economies the currency on issue 
at the end of any period [m(1)] invariably exceeds the curren- 
cy on issue at the beginning of the period [m(0)] by a consid- 
erable margin in which case the above derivative is negative. 
Minimal regularity conditions will then imply that the loss (or 
gain) in purchasing power on an organisation’s monetary 
items will decline as c 1. 





dP(c) 
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degree) interpolating polynomials. The formula in 
the second panel approximates $p mO and log[P(t)] by 
quadratic (or second degree) interpolating polyno- 
mials. The third panel is based on cubic (third de- 
gree) polynomial approximations whilst the fourth 
panel employs quartic (fourth degree) polynomial 
approximations. The Appendix provides further 
details about how these polynomial approximating 
formulae are determined. 

One can demonstrate the application of these 
formulae by using them to estimate the loss in pur- 
chasing power for the currency on issue in the US 
and the UK. For the US the monetary aggregate 
М! (currency, traveller’s checks, demand deposits 
and other checkable deposits) is taken to be the 
currency on issue whilst the inflation rate over any 
given period is determined from the Consumer 
Price Index (CPI). The МІ data were downloaded 
from the Federal Reserve Statistical Release web- 
site, http://www.federalreserve.gov/releases/h6/ 
hist/h6hist1.pdf, while CPI data were downloaded 
from the Economagic website, http://www.econo- 
magic.com/em-cgi/data.exe/biscu/ 
CUURO0000AAO. The results from applying the 
approximating formulae to these data are sum- 
marised in Table 2. The first column in this Table 
gives the year of the estimate while the next four 
columns contain the estimate of the loss in purchas- 
ing power on the currency using first, second, third 
and fourth-degree interpolating polynomial approx- 
imation. Thus, for the year ending 31 December 
2005 the first, third and fourth-degree interpolation 
formulae estimate the purchasing power loss on the 
currency at $46.21 bn while the third-degree for- 
mula returns a marginally higher estimate of 
$46.23 bn. The final column of Table 2 contains the 
estimated loss in purchasing power computed by 
applying the procedures summarised in IAS 29. 
This procedure is based on para. 27 of IAS 29 and 
applies the appropriate rate of inflation to the cur- 
rency on issue at the beginning and end of each 
year in accordance with the following formula: 


1 


P(1) | ае РО = 


PAD 
0 
1 
ECHO 
POMO 220048 (D | орда] = 
0 c 
Р(1) P(c) - Р(0) P(1) - P(c) 
Poy MO роу *mO рс) 


where c is some generally unknown number that 
lies between zero and one.’ This result is otherwise 
known as the (Weighted) Mean- Value Theorem for 
integrals (Apostol,1967: 219-220) and will always 
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Table 2 


(bn of 31 December 2005 dollars) 


mial formulae details of which are to be found in Table 


chasing power loss using the second-degree (quadratic) 


Estimated loss in purchasing power on the monetary aggregate M1 for the US economy 


Degree of interpolation 
Year First Second Third Fourth IAS 29 
$bn $bn $bn $bn $bn 
1991 36.73 36.76 36.73 36.76 37.75 
1992 38.85 38.87 38.86 38.90 39.77 
1993 39.06 39.05 39.05 39.06 39.97 
1994 39.75 39.76 39.77 39.80 40.57 
1995 37.66 37.68 37.66 37.67 38.40 
1996 45.35 45.32 45.33 45.33 46.25 
1997 22.54 22.54 22.54 22.55 23.20 
1998 20.82 20.81 20.81 20.82 21.42 
1999 33.57 34.66 33.89 33.97 35.35 
2000 42.06 42.07 42.12 42.17 43.42 
2001 18.68 18.70 1871 18.71 18.42 
2002 31.03 30.99 31.02 31.00 31.76 
2003 24.79 24.82 24.81 24.84 25.30 
2004 44.56 44.58 44.58 44.64 45.14 
2005 46.21 46.23 46.21 46.21 47.39 


This table summarises annual estimates of the loss in purchasing power on the US currency using the polyno- 
power loss using the first-degree (linear) interpolation formula; the column headed ‘second’ estimates the pur- 


mates the purchasing power loss using the cubic interpolation formula; the column headed ‘fourth’ estimates 
the purchasing power loss using quartic interpolation. The column headed ‘IAS 29° estimates the purchasing 
power loss using the procedures endorsed by IAS 29: Financial Reporting in Hyperinflationary Economies. 
Data for the monetary aggregate, M1, were downloaded from the Federal Reserve Statistical Release website, 
http://www federalreserve.gov/releases/h6/hist/h6hist! pdf, while Consumer Price Index data were down- 
loaded from the Economagic website, http://www.economagic.com/em-cgi/data.exe/blscu/CUUROO000A АО, 





1. The column headed ‘first’ estimates the purchasing 


interpolation formula; the column headed ‘third’ esti- 














give the exact figure for the loss (or gain) in pur- 
chasing power on an organisation’s monetary 
holdings provided one is able to specify the “cor- 
rect” value of the parameter c. Unfortunately, there 
is no obvious way of either knowing or determin- 





$ See the ‘illustrative example’ appended to IPSAS 10: 
Financial Reporting in Hyperinflationary Economies and AASB 
129: Financial Reporting in Hyperinflationary Economies ге- 
ferred to earlier. Earlier examples of this convention are provid- 
ed by para. 232 of the now withdrawn US Financial Accounting 
Standards Board Statement #33: Financial Reporting of 
Changing Prices and the illustrative example provided in the 
Guidance Notes which accompany the (also withdrawn) U.K. 
Accounting Standards Committee’s SSAP #16: Current Cost 
Accounting. However, it is not hard to contemplate situations in 
which this convention will lead to extremely poor estimates of 
purchasing power gains and losses. If an organisation operates 
under seasonal conditions — an ice-cream vendor, for example — 
then its monetary position at the height of the season (mG))may 
bear little resemblance to its monetary position at the beginning 
(m(0)) and end of the season (m(1)). If, for example, the ice- 
cream vendor carries no monetary items out of season so that 
m(0)=m(1)=0 then the above formula estimates the purchasing 
power gain on his monetary items at nothing. However, since at 
the height of summer the ice-cream vendor has borrowed heav- 
ily to finance his trading activities, the purchasing power gain 
on his debt will be significant. 


ing c in any specific inflationary environment and 
given this, a convention has arisen which lets c — 1.5 
Note that under this convention Table 2 shows that 
the IAS 29 procedures return an estimated pur- 
chasing power loss for the year ending 31 
December 2005, which is over $1bn higher than 
the estimated purchasing power losses under the 
polynomial formulae. Against this, the four poly- 
nomial approximation methods return almost iden- 
tical estimates of the loss in purchasing power in 
any given year. Moreover, the IAS 29 procedures 
return estimates of the loss in purchasing power 
which, in all but one year (2001) are larger than 
those obtained from the four polynomial interpola- 
tion methods. 

Table 3 summarises similar information relating 
to the loss in purchasing power on the U.K. curren- 
cy. Again, the monetary aggregate M1 is taken to 
be the currency on issue and data for this variable 
were downloaded from the Bank of England web- 
site. Data for the UK Consumer Price index were 
downloaded from the UK National Statistics 
Office website. The results from applying the ap- 
proximating formulae to the UK data are sum- 
marised in Table 3. The format of this table is the 
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Table 3 





Estimated loss in purchasing power on the monetary aggregate M1 for the UK economy 


(£bn of 31 December 2005 dollars) 


Degree of interpolation 


Year First Second 
$bn $bn 
1991 16.68 16.58 
1992 5.94 5.92 
1993 5.98 5.96 
1994 5.40 5.36 
1995 8.13 8.07 
1996 6.82 6.78 
1997 5.85 5.86 
1998 5.95 5.90 
1999 4.98 4.98 
2000 3.70 3.70 
2001 5.58 5.51 
2002 9.23 9.20 
2003 743 7.39 
2004 10.91 10.90 
2005 13.74 13.67 





Price Index data were downloaded from the UK National Statistics Office website. 





same as that for Table 2. Note how this table again 
shows that the four polynomial interpolation meth- 
ods return almost identical estimates of the loss in 
purchasing power on the currency. However, when 
the IAS 29 procedures are applied to the UK data 
they return a lower estimate of the loss in purchas- 
ing power on the currency than is the case with the 
polynomial approximation methods in all but two 
years (2002 and 2003). This is in direct contrast to 
the US results, where the IAS 29 procedures con- 
sistently return higher estimates of the loss in pur- 
chasing power on the currency. 

One might argue that the systematic differences 
observed in these two tables are of little conse- 
quence since the deviations between the annual es- 
timates obtained under the IAS 29 procedures and 
the polynomial approximation techniques are rela- 
tively small. For the US data, estimates obtained 
using the polynomial approximation formulae 
vary by no more than 4% from estimates obtained 
under the IAS 29 procedures. For the UK data, 
there are two years (2000 and 2001) where differ- 
ences in the estimates are in excess of 8%. In other 
years, however, the differences are generally much 
less than 5%. Here, one must remember however 
that these differences have arisen in what can only 


This table summarises annual estimates of the loss in purchasing power on the UK currency using the polyno- 
mial formulae, details of which are to be found in Table 1. The column headed ‘first’ estimates the purchasing 
power loss using the first-degree (linear) interpolation formula; the column headed ‘second’ estimates the pur- 
chasing power loss using the second-degree (quadratic) interpolation formula; the column headed ‘third’ esti- 
mates the purchasing power loss using the cubic interpolation formula; the column headed ‘fourth’ estimates 
the purchasing power loss using quartic interpolation. The column headed ‘IAS 29° estimates the purchasing 
power loss using the procedures endorsed by IAS 29: Financial Reporting in Hyperinflationary Economies. 
| Data for the monetary aggregate, M1, were downloaded from the Bank of England website while Consumer 


Third Fourth IAS 29 
$bn $bn $bn 
16.68 16.64 16.64 
5.95 5.94 5.85 
5.98 5.96 5.87 
5.39 5.37 5.22 
8.10 8.07 778 
6.83 6.82 6.67 
5.90 5.88 5.59 
5.99 5.98 5.76 
5.00 4.99 4.77 
3.74 3.73 3.45 
5.61 5.60 5.03 
9.24 9.23 9.25 
745 7.43 7.55 
10.95 10.92 10.72 
13.75 13.72 13.69 








be described as modest inflationary environments. 
The average annual rate of inflation over the 15- 
year period ending 31 December 2005 was 2.6% 
for the US and a mere 2.1% for the UK. However, 
in the hyperinflationary environments envisaged 
by IAS 29 the cumulative rate of inflation over the 
previous three years will typically be of the order 
of 100% or more. It is questionable whether results 
obtained for the relatively low inflationary envi- 
ronments experienced in the US and UK can be 
replicated in the hyperinflationary environments 
envisaged by IAS 29. Given this, in the next sec- 
tion we use the data pertaining to 32 hyperinfla- 
tionary economies and which between them 
encompass a wide variety of hyperinflationary en- 
vironments covering a period of over eighty years, 
to make assessments about the relative efficiency 
of the procedures summarised in IAS 29 for esti- 
mating purchasing power gains and losses during 
hyperinflationary periods. 


3. Data and empirical analysis 

Our empirical analysis is based on the seven hy- 
perinflations analysed by Cagan (1956) as well as 
a further 25 hyperinflationary economies for 
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Table 4 
Summary statistics for hyperinflationary economies examined by Cagan (1956) 

Purchasing 

power loss Average rate 

on the currency of inflation 
Country for year ended: (per month) First Second Third Fourth 
Austria August, 1922 0.50 0.7499 0.7427 0.7497 0.7412 
Germany November, 1923 38.04 0.0000 0.0000 0.0000 0.0000 
Greece October, 1944 10.16 0.0003 0.0003 0,0003 0.0003 
Hungary (1) February, 1924 0.40 1.1028 1.0933 1.0891 1.0906 
Hungary (2) July, 1946 349х103 0.0000 0.0000 0.0000 0.0000 
Poland January, 1924 0.77 0.0766 0.0745 0.0764 0.0742 
Russia (1) February, 1924 0.78 0.2011 0.2028 0.1998 0.2030 
Russia (2) February, 1923 0.28 0.5854 0.5819 0.5829 0.5834 


The first and second columns in this table give the country and period over which the hyperinflation occurred. 
The third column summarises the average monthly rate of inflation over the duration of the given hyperinfla- 
tion. Thus, the average rate of inflation for the Austrian economy in the year to August 1922 amounts to 50% 
(per month), Likewise, the average rate of inflation for the Polish economy in the year to January 1924 amounts 
to 77% (per month). The column headed ‘first’ gives the ratio of the estimated purchasing power loss based on 
the linear interpolation formula summarised in Table 1 to the estimate obtained using the IAS 29 procedures; 
the column headed ‘second’ gives the ratio of the estimated purchasing power loss based on the quadratic in- 
terpolation formula summarised in Table 1 to the estimate obtained using the IAS 29 procedures; the column 
headed ‘third’ gives the ratio of the estimated purchasing power loss based on cubic interpolation to the esti- 
mate obtained using the IAS 29 procedures; the column headed ‘fourth’ gives the ratio of the estimated pur- 
chasing power loss based on quartic interpolation to the estimate obtained using the IAS 29 procedures. The 
data on which this table is based are taken from Cagan (1956). 








which data are available from the International 
Monetary Fund's website. Summary details of the 
hyperinflationary economies analysed by Cagan 
(1956) are contained in Table 4. Cagan (1956:26) 
shows that the first of these hyperinflations — 
namely, the Austrian hyperinflation — lasted for 
about a year and petered out towards the end of 
August 1922. The average rate of inflation over the 
year ending on this date was 5096 (per month). The 
final four columns give the ratio of the estimated 
loss in purchasing power on the Austrian currency 
for the year ending August 1922 from applying the 
polynomial approximating formulae, to the esti- 
mated loss in purchasing power from applying the 
IAS 29 procedures. These ratios are all in the 
vicinity of 0.75, which implies that the estimates 
of the purchasing power loss using the polynomial 
approximating formulae are approximately 25% 
lower than the estimates obtained from using the 
IAS 29 procedures. Against this, Table 4 shows 
that the estimates of the loss in purchasing power 
on the Hungarian currency for the year ending 
February 1924 using the polynomial approximat- 
ing formulae are about 9% larger than the estimat- 
ed loss in purchasing power obtained from the IAS 
29 procedures. With the exception of Russia, the 


9 The other six hyperinflations summarised in Table 4 all 
lasted for around a year or less. 


other statistics summarised in Table 4 are to be in- 
terpreted in the same way as those for the Austrian 
and Hungarian hyperinflations. The Russian hy- 
perinflation began in December 1921 and conclud- 
ed approximately 26 months later in February 
1924.2 Given this, one can estimate the loss in pur- 
chasing power from holding the Russian currency 
for two annual periods. The first of these is for the 
year ending February 1923 for which the estimat- 
ed losses in purchasing power under the polynomi- 
al approximating formulae are about 4096 lower 
than the estimated purchasing power losses com- 
puted under the IAS 29 procedures. For the second 
of these periods — the year ending February 1924 — 
the estimated losses in purchasing power under the 
polynomial approximating formulae are about 
80% lower than the estimated losses obtained from 
the IAS 29 procedures. 

Overall, Table 4 shows that the IAS 29 proce- 
dures tend to return significantly larger estimates 
of the loss in purchasing power when compared 
with the polynomial approximating formulae. In 
Six of the seven hyperinflations examined by 
Cagan (1956), Table 4 shows that the estimated 
loss in purchasing power on the currency is signif- 
icantly lower under the polynomial approximating 
formulae than is the case with IAS 29 procedures. 
Indeed, for the German hyperinflation the polyno- 
mial estimate of the purchasing power loss on the 
currency is on average barely 0.000016% of the 
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estimate obtained from the IAS 29 procedures 
whilst for the Hungarian hyperinflation which 
concluded in July 1946, the polynomial estimate is 
on average just 4.33х10-20% of the estimate ob- 
tained from the IAS 29 procedures. The root cause 
of these gigantic differences appears to lie in the 
fact that with the exception of the Greek hyperin- 
flation, the inflation rate for each country acceler- 
ates towards the end of the hyperinflationary 
period and the real currency on issue declines in- 
stantaneously and dramatically in response to it. In 
other words, organisations adjust their monetary 
holdings in response to changes in the inflation 
rate much more frequently than the once or twice 
a year scenario envisaged by the JAS 29 proce- 
dures. One can see this more clearly from Table 5, 
which summarises an index of the real currency on 
issue during each month as well as the monthly 
rate of inflation and the price index for the 
Hungarian hyperinflation, which endured over the 
year to July, 1946 (Сарап, 1956: 110-111). Note 
how this table shows that by October 1945, the 
real value of the currency on issue was just a 
fourth of what it had been in July 1945 and that by 
January 1946, it was an eighth of what it had been 
just six months' earlier. In other words, when the 





18 Using the polynomial formulae summarised in Table 1 
shows that our best estimate of the loss in purchasing power on 
the Hungarian currency for the year to July 1946 amounts to 


jae dlog[P(t)] = 185.45 


ee the loss in purchasing power is stated in units of July 
1946 purchasing power. Now, the weighted mean value theo- 
rem given earlier shows that the purchasing power loss has the 
following representation over this period: 


(0) Р(с) - P(0) , m(1) P(1) - P(c) 
IL p() dB) ро) Рю) "py PO 


Vies с is some generally unknown parameter that lies be- 
tween zero and unity. This means that if one follows the usual 
convention of letting c — ione obtains the following estimate 
of the purchasing power loss for the Hungarian hyperinflation 
under the IAS 29 procedures: 





1 1 
m() ,mQyPG-PO) КРИ) -Р@) _ 
ү -dlogiP()] = роу: m *R S 


3.811027 - 688.49 
688.49 


688.49 - 1 
2481x ggg +008 
or 24.77+4.29х10?3=4.29х10?3 in units of July 1946 purchas- 
ing power. From this it follows that the ratio of our best esti- 
mate of the purchasing power loss to the estimate of the 
purchasing power loss under the IAS 29 procedures is 


185.45 
429х103 





= 4.33102 KA 


as stated in the text. Here, however, Table 5 shows that the av- 
erage monthly rate of inflation for the six months ending in 
` July, 1946 is 6.98х1013, a figure that far exceeds the rates of in- 
flation for the months of February, March, April, May and 
June, 1946. This shows that the distribution of the monthly 
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inflation rate is rapidly increasing organisations 
adjust their monetary holdings much more fre- 
quently than the one or two occasions envisaged 
by the IAS 29 procedures and so, they will more 
than likely return unreliable estimates of purchas- 
ing power losses as a consequence. The polynomi- 
al interpolating techniques, however, are based on 
the assumption that the real value of the currency 
on issue changes instantaneously in response to 
variations in the rate of inflation and therefore, 
they are unlikely to suffer from this problem. 
Given this, one should not be too surprised to see 
the large differences in the estimated purchasing 
power losses that are summarised in Table 4.10 
Table 6 provides summary information relating 
to the 25 more recent hyperinflationary economies 
for which data are available from the International 
Monetary Fund’s (MF) website, http://www.imfs- 
tatistics.org/imf/. As with our estimates of the pur- 
chasing power losses for the UK and US, we take 
М1 to be the currency on issue (Lucas, 2000: 
248—252) while the inflation rate over any given 
period is determined from the Consumer Price 
Index (CPI) for the particular country. The first 
two columns in Table 6 give the country and the 
period over which the hyperinflation was deemed 





rates of inflation is highly skewed and so a simple average of 
these rates of inflation provides a poor summary measure of 
the inflation rate over this period. Likewise, the inflation rate 
used to estimate purchasing power losses under IAS 29 over 
the six months ending in July, 1946 — namely, 


d. 7 
i З зи E р 429x102 

— will also be a poor reflection of the rate of inflation over this 
period and will lead to the enormous errors documented for the 
Hungarian hyperinflation summarised in Table 4. We have pre- 
viously shown, however, that one can address this problem by 
letting the unknown parameter с — 1. Given this one can base 
the estimate of the loss in purchasing power in the Hungarian 
currency on the price index at the beginning of August 1945 
(time zero), the price index at the end of June, 1946 (thereby 
setting c = B and the price index at the end of July 1946 (time 
one). Using the data summarised in Table 5 we then have the 
following estimate of the purchasing power loss for the 
Hungarian hyperinflation: 


mo PGR) - PO) may PO: PD 
POY pay РО pdh 








9.08x10!? - 1 3.81х1077 - 9.08ж1012 
38x +0.08; 
248I оное +00897 обакї? 


or 24.81 +3.25x10=3.25x 10! in units of July, 1946 purchas- 
ing power. While this estimate is about half the figure obtained 
under the IAS 29 procedures (where, it will be recalled c = 4), 
it is still substantially larger than our best estimate of the 
purchasing power loss (185.45) given earlier. This reflects the 
fact that the rate of inflation for July 1946 is gigantic when 
compared to the rates of inflation for the other months in the 
year ending in July 1946. This in turn means that the рагате- 
ter c will have to be very close to but not quite equal to unity 
if the weighted mean value formula is to give a reliable esti- 
mate of the purchasing power loss for the Hungarian hyperin- 
flation. 
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Table 5 
July 1946 

Rate of inflation 
Month (per month) 
July, 1945 0.37 
August 0.63 
September 1.22 
October 541 
November 4.35 
December 2.19 
January, 1946 0.74 
February 5.03 
March 3.29 
April 18.15 
May 314.65 
June 84,410.19 
July 4.19 x 1014 








to have occurred. In conformity with para. 3 of 
IAS 29, a hyperinflationary period was deemed to 
commence at the beginning of any three-year peri- 
od for which the accumulated rate of inflation ex- 
ceeded 10095. The hyperinflationary period was 
deemed to have concluded at the end of any three- 
year period for which the accumulated rate of in- 
flation had fallen below 10095. Thus, under these 
criteria the Argentinean hyperinflation was deemed 
to have commenced at the beginning of 1971 and 
continued for 23 years before petering out at the 
end of 1993. The next four columns give the aver- 
age annual rate of inflation, the standard deviation 
of the annual rate of inflation and the minimum 
and maximum annual rates of inflation over this 
23-year hyperinflationary period. This shows that 
the average rate of inflation during the Argentinean 
hyperinflation was 447.6896 (per annum); that the 
standard deviation of the annual rate of inflation 
rate was 996.2296; that the maximum rate of infla- 
tion during this period was 4,923.32% (per annum) 
whilst the minimum rate of inflation was 7.36% 
(per annum). The other statistics summarised in 
Table 6 are to be interpreted in the same way as 
those for the Argentinean hyperinflation. Here we 
also need to emphasise that the data for some 
countries are incomplete (e.g. Democratic 
Republic of Congo, Russia and Zimbabwe among 


The first column in the table gives the month and year of the Hungarian hyperinflation, which concluded in 
July 1946. The second column gives the rate of inflation during the given month. Thus, the rate of inflation for 
the month of July, 1945 was 37% and the rate of inflation for the month of April 1946 was 1,815%. The third 
column summarises the price index constructed from the inflation rates given in the second column. Thus, the 
price index for the end of August 1945 is one plus the inflation rate during August 1945 or 1.63. The price index 
for September 1945 is one plus the inflation rate for September, 1945 multiplied by the price index for August, 
1945 or 2.22 x 1.63 =3.61. Likewise, the price index for October 1945 is one plus the inflation rate for October 
1945 multiplied by the price index for September 1945 or 6.41 x 3.61 223.14. Finally, the last column is an 
index of the real currency on issue during the given month. 


Monthly inflation rates and index of real currency on issue for Hungarian hyperinflation ending in 


Price index Real currency 
ПИТ, 


[Ра] [py] 
1.00 24.81 
1.63 21.94 
3.61 16.37 

23.14 6.17 

123.79 3.82 

395.18 2.58 

688.49 320 

4,152.41 1.88 
17,807.38 3.17 
340,957.30 2.83 
1.08 x 108 2.01 
9.08 x 1012 3.15 
3.81x 107? 0.08 





= 


others) and that this placed limits on the extent to 
which the relevant hyperinflations could be 
analysed. 

Table 7 summarises the relative loss in purchas- 
ing power on the currency on issue for each of the 
25 hyperinflationary economies for which data are 
available from the IMF website under the four 
polynomial approximating techniques as com- 
pared to those obtained from the simple IAS 29 es- 
timation procedures. The first two columns in this 
table identify the country and duration of the hy- ' 
perinflation. The third column summarises the 
number of years over which our analysis is based. 
Hence, for Argentina our analysis covers the 23- 
year period from 1971 to 1993. The next two 
columns give the median of the ratio of the loss in 
purchasing power from using the polynomial ap- 
proximating techniques to the loss in purchasing 
power as calculated from the JAS 29 procedures. 
Thus, for the Argentinean hyperinflation the 23 ra- 
tios are ordered from smallest to largest for each of 
the four polynomial approximating techniques. 
The twelfth ordered ratio is the median and it is 
this statistic which is reported in Table 7 for each 
polynomial technique. Thus, these results show 
that for the Argentinean hyperinflation the median 
estimate of the purchasing power loss for the poly- 
nomial approximating techniques is about 10% 
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Table 6 


Summary statistics for hyperinflationary economies with data available on the International Monetary 


Fund (IME) website: http://www.imfstatistics.org/imf/ 


— 








Standard 

Average rate deviation Maximum Minimum 

Period of of inflation of rate of rate of rate of 

Country hyperinflation (per annum) inflation inflation inflation 
Angola 1996-2005 2.7065 4.6465 16.5011 0.1853 
Argentina 1971-1993 4.4768 9.9622 49.2332 0.0736 
Belarus 1995-2003 1.1034 0.8637 2.5120 0.2540 
Bolivia 1979-1988 11.1654 24.3383 81.7052 0.1066 
Brazil 1980-1996 6.4424 7.3473 24.7714 0.0956 
Chile 1968—1976 1.9008 1.8264 5.5862 0.1940 
Congo, De К. 1976-1995 11.5316 24.2986 97.9689 0.1433 
Dominican Re 1989-199] 0.4081 0.2973 0.7992 0.0790 
Ecuador 1984—2002 0.4054 0.2143 0.9100 0.0936 
Estonia 1993-1995 0.3537 0.0643 0.4165 0.2653 
Israel 1974-1987 1.1032 1.1300 4.4488 0.1610 
Jamaica 1991-1994 0.4433 0.2129 0.8019 0.2679 
Madagascar 1994—1996 0.3560 0.2164 0.6122 0.0828 
Mexico 1986-1990 0.7324 0.5225 1.5916 0.1970 
Nicaragua 1988-1993 66.8353 90.8414 240.3105 0.0352 
Peru 1976-1994 7.0490 17.7508 76.4975 0.1538 
Poland 1990-1995 0.6995 0.7076 2.2587 0.2195 
Romania 1994-2002 4.1650 0.3723 1.5142 0.1784 
Russia 1998—2000 0.4704 0.2724 0.8438 0.2018 
Suriname 1992—2002 1.0634 1.6377 5.8648 0.0122 
Turkey 1977-2003 0.5912 0.2346 1.2025 0.1613 
Ukraine 1993-1997 21.5756 40.0113 101.5503 0.1012 
Uruguay 1976-1996 0.5866 0.2486 1.2895 0.2053 
Venezuela 1987-1998 0.5002 0.2241 1.0324 0.2991 
Zimbabwe 1998—2001 0.6771 0.2591 1.1207 0.4663 


The first and second columns in the table give the country and period over which the hyperinflation occurred. 
The third and fourth columns summarise the average annual rate of inflation and the standard deviation of the 
annual rate of inflation over the duration of the given hyperinflation. Thus, the average annual rate of inflation 
for the Mexican economy was 73.24% with a standard deviation of 52.25%. The fifth and sixth columns give 
the maximum and minimum annual rates of inflation over the period of the hyperinflation. 





lower than the purchasing power loss computed 
under the IAS 29 procedures. Furthermore, one 
can average the four polynomial estimates of the 
purchasing power loss and then divide this average 
by the estimate of the purchasing power loss ob- 
tained from the IAS 29 procedures. The final two 
columns give the number of these (average) ratios 
that are less than one and the number that exceed 
unity. Hence, for the 23 years on which our analy- 
sis of the Argentinean hyperinflation is based, 
there are 20 years in which this (average) ratio is 
less than one and only three years in which the (av- 
erage) ratio exceeds one. The other statistics sum- 
marised in Table 7 are to be interpreted in the same 
way as those for the Argentinean hyperinflation. 
Probably the most striking characteristic dis- 
played by Table 7 is that for all but one country 
(namely, Belarus), the median ratios are less than 
unity. Indeed, of the 272 country-years on which 


Table 7 is based, there are 229 occasions on which 
the ratio of the estimated purchasing power loss 
from the polynomial approximating formulae to 
the estimated loss under the IAS 29 procedures is 
less than unity, and only 43 occasions where the 
ratio exceeds unity. Moreover, a simple sign test 
rejects the null hypothesis that the median ratio for 
the ‘population’ of hyperinflationary economies is 
equal to unity at any reasonable level of signifi- 
cance [Conover (1971:121—126)]. This, of course, 
is compatible with the hypothesis that the polyno- 
mial-based formulae will tend to return lower esti- 
mates of purchasing power losses than will be the 
case with the IAS 29 procedures. 

Here it is important to note, however, that for the 
more recent hyperinflationary economies extract- 
ed from the IMF website, the differences between 
the polynomial-based approximations of the pur- 
chasing power loss and those based on the IAS 29 
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Figure 1 
Index of real currency on issue and monthly rate of inflation for Argentinean economy from January 
1971 (month 1) until December 1993 (month 276) 
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The data series that starts at just above 0.15 at month zero and then gradually declines is an index of the real 
currency on issue. The data series that begins at just above the origin at time zero and then gradually increas- 
es is the continuously compounded monthly rate of inflation divided by 5. The currency on issue series was 
extracted from line 34 of the International Monetary Fund’s database, http://www.imfstatistics.org/imf/. The 
Consumer Price Index series was extracted from line 64 of the IMF's database. 











| Figure 2 


` Index of real currency on issue and monthly rate of inflation for Israeli economy from January 1974 
(month 1) until December 1987 (month 168) 
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The data series that starts at just above 0.35 at month zero and then gradually declines is an index of the real 
currency on issue. The data series that begins at just below 0.05 at time zero and then gradually increases is the 
continuously compounded monthly rate of inflation. The currency on issue series was extracted from line 34 
of the International Monetary Fund's database, http://www.imfstatistics.org/imf/. The Consumer Price Index se- 
ries was extracted from line 64 of the IMF's database. 
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| Figure 3 | 


Index of real currency on issue and monthly rate of inflation for Peruvian economy from January 1976 
(month 1) until December 1994 (month 228) 
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The data series that starts at just below 0.50 at month zero and then gradually declines is an index of the real 
currency on issue. The data series that begins just above the origin at time zero and then gradually increases is 
the continuously compounded monthly rate of inflation divided by two. The currency on issue series was ex- 
tracted from line 34 of the International Monetary Fund's database, http://www .imfstatistics.org/imf/. The 
Consumer Price Index series was extracted from line 64 of the IMF's database. 














Figure 4 
Ratio of the average of four polynomial estimates to the IAS 29 estimate of the annual purchasing 
power loss on the Argentinean currency from 1971 to 1993 
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This graph depicts the ratio of two data series. The first is based on the four estimates of the purchasing power 





loss on the Argentinean currency using the polynomial formulae summarised in Table 1. For each year, the four 
estimates obtained from these formulae are averaged to give the first data series. The second data series esti- 
mates the purchasing power loss using the [AS 29 procedures. The graph summarises the ratio of the average 
polynomial estimate to the IAS 29 estimate of the purchasing power loss for each year of the Argentinean hy- 
perinflation. 
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procedures are much smaller than is the case for 
the earlier hyper-inflations examined by Cagan 
(1956).!! We have previously noted that the princi- 
pal reason for this is that the hyperinflations exam- 
ined by Cagan (1956) were characterised by 
rapidly increasing rates of inflation that reached a 
crescendo over a short period of time (typically 
one to two years or less) and then quickly petered 
out. Moreover, during this period of rapidly in- 
creasing inflation there is a precipitous decline in 
the real value of the currency on issue. The more 
recent IMF hyperinflations in contrast have tended 
to be of much longer duration (typically five to 20 
years) and the real value of the currency on issue 
has tended to decline much more slowly for the 
IMF hyperinflations than is the case with the 
Cagan (1956) hyperinflations. This is illustrated 
by Figures 1, 2 and 3, which graph the time series 
of an index of the real currency on issue and the 
monthly rate of inflation for the Argentinean, 
Israeli and Peruvian hyperinflations, respectively. 
These graphs, which are typical of the 25 hyperin- 
flations for which data are available from the IMF 
web site show that the rate of decline in the index 
of real currency on issue is quite modest when 
compared to the ‘equivalent’ data for the 
Hungarian hyperinflation of 1945 and 1946 exam- 
ined by Cagan (1956), details of which are sum- 
marised in Table 5. This means that for the IMF 
hyperinflations the beginning of the year and end 
of year figures for the real value currency on issue 
(and their associated inflation rates) are much 
more likely to be ‘representative’ of their values 
over the entire year than will be the will be the 
case for the Cagan (1956) hyperinflations. Hence, 
it is more likely that the IAS 29 procedures, which 
are based on just these two observations of the real 
value of the currency on issue (and their associat- 
ed inflation rates), will provide more reliable esti- 
mates of the purchasing power losses from 
inflation than is the case when it is applied to the 
‘short, sharp’ hyperinflations examined by Cagan 
(1956). Against this, it must be emphasised that 
even for the IMF hyperinflations summarised in 
Table 7 the IAS 29 procedures appear to return es- 
timated purchasing power losses that typically, are 
10% higher than those obtained from using the 
four polynomial approximation formulae sum- 
marised in Table 1. 

However, even for the IMF hyperinflations there 
is a great deal of variation in the data. For the 





п Except for the Hungarian hyperinflation, which petered 
out in February 1924, Table 4 shows that the median ratios for 
the polynomial approximations to the estimates obtained from 
the IAS 29 procedures are all less than 0.75. While Table 7 
shows that with one exception (Belarus) the equivalent ratios 
for the post-war hyperirflations are all less than unity, they are 
nonetheless much higher than the 0.75 recorded for the ‘high- 
est’ median ratio for the Cagan (1956) hyperinflations. 
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Argentinean hyperinflation, the ratio of the aver- 
age of the four polynomial estimates of the pur- 
chasing power loss to the purchasing power loss 
obtained from the IAS 29 procedures varies from 
0.4469 in 1989 to 1.1744 in 1985. The complete 
time series of this ratio for the Argentinean hyper- 
inflation is displayed in Figure 4. Likewise, for the 
Israeli hyperinflation this ratio varies from 0.7954 
in 1984 to 1.0754 in 1986. Again, the complete 
time series of this ratio for the Israeli economy i$ 
displayed in Figure 5. Finally, for the Peruvian hy- 
perinflation, the ratio of the average of the four 
polynomial estimates of the purchasing power loss 
to the purchasing power loss obtained from the 
IAS 29 procedures varies from 0.2592 in 1990 to 
0.9962 in 1994. The complete time series of this 
ratio for the Peruvian economy is displayed in 
Figure 6. Hence, while the IAS 29 procedures re- 
turn median estimates of the purchasing power 
loss that is approximately 10% higher than those 
obtained from the polynomial approximating for- 
mulae, the variation in the difference between the 
estimates is generally large. In other words, while 
there might be little difference in the estimates ob- 
tained from the polynomial approximating formu- 
lae and the IAS 29 procedures in any given year, in 
a contiguous year the polynomial based estimates 
can be less than half the estimate obtained from the 
IAS 29 procedures. 


4. A general ‘two-point’ formula 

The most obvious way of addressing this issue of 
the unreliability of simple estimation procedures 
(as summarised in IAS 29) is to employ more ro- 
bust (sophisticated) estimating formulae. There are 
two possibilities here. First, one can sample an or- 
ganisation's monetary position and the inflation 
rate more frequently than just the one or two ob- 
servations needed to implement the IAS 29 proce- 
dures. For example, if an organisation had monthly 
observations of both its monetary position and the 
rate of inflation, then its purchasing power gains 
and losses could be more reliably estimated using 
the low order polynomial formulae summarised in 
Table 1. The principal difficulty here, however, is 
that organisations would have to prepare detailed 
financial statements more frequently than is nor- 
mally the case and this will be a costly exercise 
that most organisations will want to avoid. 
Fortunately, there is a second alternative. 

This second alternative makes more realistic as- 
sumptions about the way an organisation's mone- 
tary holdings vary over time. Here Cagan 
(1956:31) notes that ‘the only cost of holding cash 
balances that seems to fluctuate widely enough to 
account for the drastic changes in real cash bal- 
ances during hyperinflations is the rate of depreci- 
ation in the value of money ...' Given this, it is 
probably reasonable to assume that for the hyper- 
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Figure 5 a] 
Ratio of the average of four polynomial estimates to the IAS 29 estimate of the annual purchasing 
power loss on the Israeli currency from 1974 to 1987 
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This graph depicts the ratio of two data series. The first is based on the four estimates of the purchasing power 
loss on the Israeli currency using the polynomial formulae summarised in Table 1. For each year, the four es- 
timates obtained from these formulae are averaged to give the first data series. The second data series estimates 
the purchasing power loss using the IAS 29 procedures. The graph summarises the ratio of the average poly- 
nomial estimate to the IAS 29 estimate of the purchasing power loss for each year of the Israeli hyperinflation. 











Figure 6 
Ratio of the average of four polynomial estimates to the IAS 29 estimate of the annnal purchasing 
power loss on the Peruvian currency from 1976 to 1994 
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This graph depicts the ratio of two data series. The first is based on the four estimates of the purchasing power 
loss on the Peruvian currency using the polynomial formulae summarised in Table 1. For each year, the four 
estimates obtained from these formulae are averaged to give the first data series. The second data series esti- 
mates the purchasing power loss using the IAS 29 procedures. The graph summarises the ratio of the average 
polynomial estimate to the IAS 29 estimate of the purchasing power loss for each year of the Peruvian hyper- 
inflation. 
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inflationary economies examined in our empirical 
work the single most important determinant of an 
organisation’s investment in-monetary items will 
be the persistent eating away of the purchasing 
power of the currency due to inflation. Now, as 
P(t) is the price level at time t, it follows that 
x(t) = К represents the ‘purchasing power’ of ће 
currency at this time. Moreover, one can define the 
variable, z(t) = -log[G(x(t)], as the logarithm of 
an arbitrary function, G(x(t)), of the purchasing 
power of the currency. Differentiating through z(t) 
shows: 


dat)  dzdGdxdP G()P() 
dt dGdxdPdt ~~ G(x) "p(t 


or equivalently: 


Р(1) | a 208 = P(1).log{G(x(t))Iy = 


P(1)1og (80), 
оет) 


This result shows that if the nominal value of an 
organisation’s investment in monetary items 
amounts to m(x) = 2m at time t, then the loss in 
purchasing power over the unit time period can be 
stated in terms of the logarithm of the function, 
G(x). In principle, this means that one only re- 
quires the organisation's beginning and end of pe- 
riod investment in monetary items as well as the 
price index at these two points in order to deter- 
mine the purchasing power losses which arise in 
any given period. 

One can illustrate the application of this result 
by following the IAS 29 procedure for estimating 
purchasing power gains and losses which, it will 
be recalled, is based on the premise that an organ- 
isation's monetary position changes on just a few 
(typically, one or two) occasions over an annual 
reporting period. In between these changes, the or- 
ganisation's monetary position is assumed to re- 
main constant. Given this, suppose an organisation 
maintains a nominal £1 investment in monetary 
items over an entire фрон period. This in turn 
implies that m(x) = eum = 1 or that log[G(x)] = x. 
It then follows from the above result that the loss 
in is power must be: 


[сод ra, 
FD G(x) pay tt 
0 


P(1)- P(0) 


= РП) = P(0) 


In other words, the loss in purchasing power from 
investing one pound in monetary items over the 
entire reporting period will, as one might have ex- 
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pected, be given by the rate of inflation over this 
period.!? 

‚ We have previously noted, however, that during 
hyperinflationary periods it is most unlikely that 
organisations will adjust their monetary holdings 
on just the few occasions on which the IAS 29 pro- 
cedures for estimating purchasing power losses are 
based. Rather, as the hyperinflation gains in inten- 
sity organisations will become ever more vigilant 
in pruning their monetary holdings to the mini- 
mum compatible with maintaining their ongoing 
activities. Given this, we now assume that an or- 
ganisation responds to the deteriorating hyperin- 
flationary environment in which it has to operate 
by gradually reducing the real value of its mone- 
tary holdings. Thus, suppose that the real value of 
an organisation’s investment in monetary items 
evolves in terms of the hyperbolic relationship 
ae = p@ + b where a and b are parameters. Note 
that as the hyperinflation gains in intensity and the 
price level, P(t), rises, this assumption implies that 
the real value of the organisation’s investment in 
monetary items asymptotically declines towards 
the minimum, b, compatible with maintaining its 
ongoing activities. This also means that @@ =a++ 
or log[G(x)] = ax + blog(x) and so, the loss in pur- 
chasing power on the organisation’s monetary 
ee will be: 


P(1) та. = -P(1)[ax + blog(x)]) = 
0 
оу t b.P(1). log Po)! 





12 One could also implement this procedure by taking the al- 
ternative approach of assuming that real monetary holdings 
are inversely related to the instantaneous rate of inflation 
(Cagan, 1956: 33-35, Lucas, 2000: 250-251). It is not hard to 
show, however, that this alternative procedure is compatible 
with the approach taken in the text. Recall that under the inter- 
pretation of the “two-point” formula taken in the text real 
monetary holdings are assumed to be of the form 


m(t) 1l. 
P(t) “Pty 


that is, m(t) is normalised to unity for illustrative purposes. 
This means that if one follows Сарап (1956:33-35) in assum- 
ing that the logarithm of real monetary holdings must also be 
inversely proportional to the rate of inflation or, 

і dP(t 
700) dt 
where & > 0 is the constant of proportionality, that the index 
of prices will have to satisfy the differential equation 


log[P(t)] = Ee 


logt 51 = 


Solving this differential equation shows that the two approach- i 
es are compatible when the price index evolves in accordance 
with the equation P(t) = P(O)exp[e* “J. 
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This ‘hyperbolic’ formula requires as inputs the 
opening and closing values of the price index, P(t), 
and the parameters a and b that describe the way in 
which the organisation’s real monetary holdings 
change in response to the declining purchasing 
power of the currency. Hence, provided the param- 
eters a and b are known (or can be reliably estimat- 
ed), then all that is required to implement this 
formula is the opening and closing values of the 
price index, P(t).? 

One can illustrate the application of this hyper- 
bolic formula by applying it to the data of the 25 
hyperinflationary economies for which data are 
available from the IMF website. For each year of 
the hyperinflation in a given country the parame- 
ters a and b were estimated using the OLS regres- 
sion procedure. Thus, for the Argentinean 
hyperinflation a and b were estimated in the first 
instance by using the 12 monthly observations of 
m(t) and P(t) for the year ending 31 December 
1971. These estimates of a and b were then used in 





13 Again, one could implement the interpretation of the 
‘two-point’ formula taken here by assuming that real monetary 
holdings are inversely related to the instantaneous rate of in- 
flation. To provide a second example of the procedures in- 
volved, however, we now follow Lucas (2000:250-251) in 
assuming that real monetary holdings are inversely propor- 
tional to the square root of the rate of inflation or, 


P. _1 dP() 
m() ^ N PE dt 


where @ > 0 is the constant of proportionality. Now, since the 
hyperbolic interpretation of the “two-point” formula given in 
the text assumes that real monetary holdings evolve in accor- 
dance with the formula 


mit a 

P(t) РО 
it follows that the price index will have to satisfy the differen- 
tial equation 


1 а) rO 
9. NJ P( dt  a-*bP(t 
Solving this differential equation shows that the two approach- 
es are compatible when the price index evolves in accordance 
with the equation 


b 





bP(0) 
Pt exp EG Yl ( t А 
Po = exp(c573). 
P(0) expli no d] ba 


14 Since we have previously argued that purchasing power 
losses computed from the polynomial-based formulae are more 
reliable than those obtained under the procedures endorsed in 
IAS 29, it follows that estimates obtained from the polynomial 
formulae are the appropriate benchmark to use here. 

15 Turkey is unique in that we were unable to find an inter- 
temporally consistent functional relationship between the real 
value of the currency on issue and the purchasing power of the 
Turkish lira. While there are functional forms that provide a 
satisfactory fit between these two variables over various sub- 
periods, it appears that no one functional form provides a sat- 
isfactory fit over the entire period on which our analysis is 
based. This has the important implication that a simple ‘two- 
point’ formula for estimating the purchasing power losses on 
the currency may not exist for Turkey. 
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conjunction with the (opening) price index on 31 
December 1970 and (closing) price index on 31 


‘December 1971 to estimate the purchasing power 


loss on the currency using the hyperbolic formula. 
This procedure was also replicated for each of the 
23 years for which the Argentinean hyperinflation 
lasted. For each year of the hyperinflation, we then 
computed the ratio of the estimated purchasing 
power loss under the hyperbolic formula to the 
average of the four estimates obtained from using 
the polynomial-based formulae summarised in 
Table 1.'4 The results of this exercise, summarised 
in Table 8a, show that the median ratio across the 
23 observations available for the Argentinean hy- 
perinflation is 1.0075. Moreover, the maximum of 
these 23 ratios is 1.0696 and occurs in 1990 while 
the minimum ratio of 0.7914 occurs in 1988. The 
summary information reported in Tables 8a and 8b 
for the other 24 hyperinflationary economies for 
which data are available from the IMF website are 
to be interpreted in the same way as those for the 
Argentinean hyperinflation. 

The results summarised in Table 8a and Table 8b 
show that for most countries in our sample the hy- 
perbolic formula returns estimated purchasing 
power losses that are very close to those obtained 
from the polynomial formulae. With the exception 
of Turkey, the median estimates of the purchasing 
power losses under the hyperbolic formula are all 
within 2.5% of the median estimates obtained from 
the polynomial-based formulae. Furthermore, there 
is substantial consistency across the estimates with 
most of the ratios summarised in Table 8 closely 
packed around unity. Thus, these results show that 
if realistic assumptions can be made about the way 
monetary items vary in response to changes in the 
purchasing power of the currency, then over any 
given period it is possible to make reliable esti- 
mates of the purchasing power losses that arise on 
the currency with as few as two observations. 

The importance of making realistic assumptions 
about the way monetary holdings respond to vari- 
ations in the purchasing power of the currency is 
highlighted by the Turkish hyperinflation. For 
Turkey, the median ratio of the estimated loss 
under the hyperbolic formula to the average of the 
estimated losses under the polynomial formulae is 
1.0906. This means that the hyperbolic formula re- 
turns estimated purchasing power losses that typi- 
cally, are around 9% larger than the estimates 
obtained from the polynomial-based formulae. In 
other words, for Turkey the assumption of hyper- 
bolic variations in the real currency on issue re- 
turns significantly different estimates of 
purchasing power losses when compared to those 
obtained under the polynomial formulae and as 
such, do not represent a realistic model of how 
monetary holdings adjust in response to variations 
in the purchasing power of the currency on issue.!° 
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It must also be emphasised that there are impor- 
tant implementation issues with respect to the two- 
point estimation formulae derived and illustrated 
in this section. Foremost among these is that the 
two-point estimation formulae normally include 
parameters that must either be known or can be es- 
timated with minimal error. The hyperbolic formu- 
la, for example, hinges on two parameters, a and b, 
that capture the way in which an organisation’s 
real monetary holdings respond to variations in the 
purchasing power of the currency. In our empirical 
analysis, we estimated these parameters over suc- 
cessive annual periods using monthly observations 
and the OLS regression procedure. In the “real 
world”, however, an efficient organisation’s mon- 
etary assets and liabilities will be constantly man- 
aged in order to minimise the purchasing power 
losses that arise from them and so one would ex- 
pect that these parameters (a and b) will either be 
readily available or can be determined with little 
difficulty.!® 


5. Summary and conclusions 

The International Accounting Standards Board 
(IASB) has endorsed financial reporting standard 
IAS 29: Financial Reporting in Hyperinflationary 
Economies to address the unique financial report- 
ing problems that arise in hyperinflationary envi- 
ronments. Para. 9 of IAS 29 requires that the net 
gain or loss in purchasing power from holding 
monetary assets and liabilities must be disclosed 
on an organisation’s profit and loss statement. IAS 
29 endorses an estimation procedure based on the 
simple assumption that an organisation’s monetary 
position changes on just a few (typically, one or 
two) occasions over an annual reporting period 
and that in between these changes its monetary po- 
sition remains constant. In contrast, we treat the 
problem of estimating purchasing power gains and 
losses that arise on an organisation’s monetary 
holdings as an exercise in numerical analysis. 
Under this regime, purchasing power gains and 
losses are estimated by fitting interpolating poly- 
nomials to an organisation’s monetary holdings 
and the price index from which the inflation rate is 
computed. We develop four estimation formulae 


16 Lucas (2000: 247) notes that ‘it is in everyone’s private 
interest to try to get someone else to hold non-interest-bearing 
cash and reserves. But someone has to hold it all .... All of us 
spend several hours per year in this effort, and we employ 
thousands of talented and highly trained people to help us. 
These person-hours are simply thrown away, wasted on a task 
that should not have to be performed at all.’ 
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based on this methodology and then use them to 
estimate the purchasing power losses that have 
arisen on the national currencies of 32 hyperinfla- 
tionary economies covering an exhaustive set of 
hyperinflationary environments and spanning a 
period in excess of 80 years. Our analysis shows 
that the estimation procedures summarised in IAS 
29 perform poorly in comparison to the more reli- 
able polynomial estimation formulae, especially 
when the inflation rate accelerates towards the end 
of a relatively short hyperinflationary period. 

There are, however, some distinct advantages 
with the estimation procedures summarised in the 
IAS 29 standard. The most obvious of these is that 
the IAS 29 estimation procedures can be imple- 
mented with just a few (typically, one or two) ob- 
servations of an organisation’s monetary holdings 
and the price index from which the rate of inflation 
is computed. Against this, the polynomial estima- 
tion formulae require monthly observations of the 
monetary holdings and price index data in order to 
estimate the purchasing power gains and losses 
that arise over an annual time period. We show, 
however, that if one makes ‘realistic’ assumptions 
about the way an organisation’s monetary holdings 
respond to variations in the purchasing power of 
the currency, then one can derive a general class of 
two-point estimation formulae that use only the 
sparse information set on which the IAS 29 esti- 
mation procedures are based. Moreover, our em- 
pirical analysis shows that these two-point 
formulae return estimated purchasing power gains 
and losses that are similar to those obtained from 
the more informationally demanding polynomial 
interpolation techniques. 

Our analysis also has important implications for 
the ‘quality’ of reported earnings during hyperin- 
flationary periods. An organisation’s earnings are 
regarded as having higher quality when larger 
sales and/or lower costs make a more significant 
contribution towards earnings increases than ‘arti- 
ficially’ created profits such as those arising from 
inflation (Hodge, 2003: 41-43, Schipper and 
Vincent, 2003: 99-106). In particular, the uncer- 
tainty created by the measurement problems that 
arise during periods of hyperinflation mean that 
the quality of reported earnings is lower during hy- 
perinflationary periods than will be the case during 
periods of stable prices. By providing a mecha- 
nism through which one of the more difficult 
measurement problems that arise in hyperinfla- 
tionary environments can be resolved, our analysis 
makes an important contribution towards improv- 
ing the quality of the earnings reported by organi- 
sations that have to operate in a hyperinflationary 
environment. 
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Appendix 
Derivation of quadrature formulae 


Let f(t) = PO AO be the real monetary holding and g(t) = log[P(t)] be the logarithm of the price index, both at 
time t. Now, suppose one approximates f(t) and g(t) as second degree (quadratic) interpolating polynomials. 
One can then follow the procedures laid down in Carnahan, Luther and Wilks (1969: 72-73) to show that the 
loss in purchasing power over the unit time period will then be approximated as: 
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where Af(0) — fG — КО) and АО) = f(1) — 2f) + КО) are the first and second differences in ће real mon- 
etary holdings and Ag(0) = gà) — g(0) and A?g(0) = g(1) - 22(2) + g(0) are the first anc second differences іп 
the logarithm of the price index. Evaluating the above integral shows: 


Лак = = 2f(O)Ag(0)+ 2Af(0)Ag(0) + £(0)A2g(0) +ŽARO)AŽg(0) --XA(0)A2RO) + 342K(0)A2R(0) 
0 


Simplifying the above expression by substituting the first and second differences for {- and g(-) shows: 
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Now, suppose one applies this formula оп а ЛАТА basis over the fiscal year, beginning with the months 
January and February. It then follows that 20) РО y will be the real monetary position on 1 January, ap will be 
the real monetary position on 31 January and Eo will be the real monetary position on 28 February. 
Likewise, log[P(0)] will be the logarithm of the price index on 1 January, 1ов[Р(2)] will be the logarithm о the 
price index on 31 January and log[P(1)] will be the logarithm of the price index on 28 February. Moreover, this 
means that the second degree interpolation formula for 


1 
Лод 
0 


given above, will be the estimated purchasing power loss for the months of January and February. One can 
apply this formula again to determine the estimated purchasing power loss for the months of March and April 
and then again to determine the estimated purchasing power loss for the months of May and June and so on for 
each bi-monthly period over the entire year. When one adds the six bi-monthly estimates of the purchasing 
power losses together then one will have the purchasing power loss for the entire year as determined by the fol- 
lowing formula: 
i | 
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Here we have multiplied the expression 
i 


jeg dlog[P(9) = P i diog[P(0] 


ут 
by Р(1), the value of the price index оп 31 December, in order to state the purchasing power loss at the price 
level prevailing at the end of the relevant year. The estimation formulae for first, third and fourth-degree inter- 
polation are derived in similar fashion to the formula given here for second-degree interpolation. 
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Earnings management and the distribution 
of earnings relative to targets: UK evidence 


Pelham Gore, Peter F. Pope, Ashni K. Singh* 


Abstract—In this paper we provide new evidence on discontinuities in the distribution of reported earnings, using 
a large sample of UK firms. We examine the discontinuity phenomenon in the context of earnings management. We 
report that the empirical distribution of earnings before discretionary working capital accruals does not reflect the 
unusually high frequencies of small surpluses and unusually low frequencies of small deficits relative to targets 
found in the distribution of actual (reported) earnings, 1.е. after discretionary working capital accruals. We find that 
discretionary working capital accruals have the effect of significantly increasing the frequencies of firms achieving 
earnings targets both overall and by small margins. Thus, we document an explicit link between working capital 
accruals-based earnings management and the discontinuities observed in the empirical distribution of earnings rel- 
ative to targets. We also examine earnings management before and after the issuance of FRS 3 ‘Reporting Financial 
Performance’ and find evidence that FRS 3 altered earnings management strategies adopted by companies. 

Key words: Accounting manipulation, discretionary accruals, earnings management. 

Data availability: Data are available from the public or commercial sources identified in the paper. 


1. Introduction 

The corporate scandals of the late 1990s and early 
2000s seriously undermined public confidence in 
financial reporting and hence in financial markets. 
Suspicions that reported earnings numbers cannot 
be relied upon, and that they are managed, are 
widespread. Academic interest in this area began 
before the causes célébre occurred and has since 
grown, focusing on investigations into why and 
how earnings management is conducted. One par- 
ticular line of research centres on the finding that 
the empirical distribution of earnings relative to 
basic targets displays discontinuities at zero. In 
particular, evidence that small negative earnings 
levels, changes and surprises occur with unexpect- 
edly low frequency and small positive earnings 
levels, changes and non-negative surprises occur 
with unexpectedly high frequency (Hayn, 1995; 
Burgstahler and Dichev, 1997; Degeorge et al., 
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1999; Burgstahler and Eames, 2003, 2006). One 
potential explanation of this behaviour is earnings 
management to beat benchmarks, e.g. to avoid 
losses. Consistent with this explanation, Burgstahler 
and Dichev (1997) find that both operating cash 
flow and working capital accruals (WCA) rise 
sharply when reported earnings is just above zero. 

Evidence on benchmark beating earnings has 
been used in extensively in subsequent earnings 
management research (see, for example, Payne 
and Robb, 2000; Beaver et al., 2003, 2004; Dichev 
and Skinner, 2002; Beatty et al., 2002; Leuz et al., 
2003; Leone and Van Horn, 2005; Phillips et al., 
2003; Frank and Rego, 2004; Roychowdhury, 
2006). However, recent research has raised doubts 
about whether earnings management does indeed 
explain the observed discontinuities in the distri- 
bution of earnings (e.g. Dechow et al., 2003; 
Degeorge et al., 1999; Durtschi and Easton, 2005). 
In this paper we contribute to this literature in two 
main ways. First, we analyse an extensive non-US 
dataset for the first time in the literature, thereby 
confirming that the discontinuities previously re- 
ported in the literature are not specific to the US 
setting. Second, we introduce new tests lending 
support to the hypothesis that the discontinuities in 
earnings distributions are associated with accruals- 
based earnings management in our sample. 

Using a variety of tests, Dechow et al. (2003) are 
unable to find systematic evidence of accruals 
management connected to discontinuities in earn- 
ings distributions for their US sample. When they 
compare small profit firm-years with all others, 
they find that the former have higher average dis- 
cretionary accruals (DACC), cash flows and total 
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iccruals than the latter. However, when they com- 
are small profit firm-years with small loss firm- 
'ears, they find insignificant differences between 
he two groups. Dechow et al. (2003) also compare 
‘ero earnings surprise firm-years with all others 
ind with small negative surprise firm-years. They 
ind that zero surprise firm-years have higher 
JACC and WCA than all other firm-years and 
ügher WCA than small negative surprise firm- 
rears. However, Dechow et al. (2003) find that the 
lifference between average DACC for zero and 
mall negative surprise firm-years is statistically 
nsignificant. They conclude that earnings man- 
igement to achieve targets via real (operating) de- 
451005 is a more likely explanation for the 
liscontinuities. 

Degeorge et al. (1999) suggest that the distribu- 
ional irregularities could be a manifestation of 
caling earnings. Durtschi and Easton (DE) (2005) 
dso suggest that scaling is important in under- 
tanding the discontinuities in the distribution of 
leflated earnings per share. DE argue that use of 
ginning of year stock price to deflate earnings 
ier share can induce discontinuities for two rea- 
ons. First stock price depends on earnings — the 
tock prices for firms with small losses are system- 
itically lower than stock prices for small profits. 
second, loss firms are more likely to have missing 
ralues for beginning of year stock prices in their 
lata, resulting in potential selection bias. DE argue 
hat both these effects can lead to ‘spurious’ dis- 
'ontinuities in the distribution of scaled earnings 
hat are unconnected to earnings management. 
Seaver et al. (2004) suggest that the asymmetric 
reatment of profits and losses and the recognition 
Xf special items together might account for up to 
wo thirds of the discontinuity. However, they do 
iot rule out the possibility of other factors being 
mportant, including abnormal accruals (p.34). In 
contrast, Jacob and Jorgensen (2005) show that 
ourth-quarter earnings are considerably more 
'olatile. While annual earnings measured over the 
iscal year display the expected discontinuities, 
hese discontinuities are not evident in different 
innual periods ending in quarters one, two or there 
if the fiscal year. Overall, Jacob and Jorgensen 
2005) conclude that their results are consistent 
vith manipulation of fiscal year earnings. 





! We define DACC as the discretionary component of total 
vorking capital accruals. DACC are also defined, elsewhere 
2 the literature, as the discretionary component of total accru- 
ls including long-term accruals such as depreciation. We use 
he expression DACC in referring to other studies that use that 
xpression even if they define it differently from us. In Section 
, we explain our definition of DACC and the estimation tech- 
ique we use. 

? See footnote 6 for a detailed explanation of our usage of 
iositive and negative. 
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In summary, there is no clear consensus in the 
recent literature as to whether discontinuities in 
earnings distributions reflect earnings manage- 
ment or are research design biases. In this paper 
we undertake a detailed examination of earnings 
management around earnings thresholds, using a 
large sample of UK firms. We focus on earnings 
management involving manipulation of working 
capital accruals. In contrast to Dechow et al. 
(2003) we present evidence consistent with earn- 
ings management to achieve targets. In particular 
we show that adjustment of earnings for discre- 
tionary accruals eliminates the discontinuity 
around earnings targets. 

Accounting manipulation of working capital ac- 
cruals (WCA) suggests itself as a potentially pop- 
ular technique for achieving earnings targets. 
Healy (1985:103) points out that accrual manipu- 
lation is less costly and more feasible on a multi- 
period basis than accounting method changes as a 
means of transferring earnings between periods. 
Further, DeFond and Jiambalvo (1994: 158) view 
WCA as more susceptible to manipulation than 
non-working capital accruals. In this study, we in- 
vestigate the links between the discretionary com- 
ponent (termed discretionary accruals, hereafter 
DACC) of WCA, the frequency of earnings target 
achievement and the observed discontinuity in the 
distribution of earnings relative to basic targets.! 
The targets we consider are the achievement of 
positive earnings levels and changes and the 
avoidance of negative earnings surprises. Our pri- 
mary objective is to determine whether DACC, a 
frequently used proxy for earnings management, 
contribute significantly to the unexpectedly high 
frequencies of positive, particularly small positive, 
earnings levels, changes and surprises.? We also 
wish to obtain an insight into the overall impact of 
DACC on the distribution of earnings relative to 
targets, and hence to provide evidence on whether 
manipulation of the accruals process is an impor- 
tant earnings management tcol. 

Our paper is novel because it provides specific 
evidence on the manner in which firms use DACC 
with reference to basic earnings targets. Prior stud- 
ies have typically used DACC as a proxy for earn- 
ings management without specifying the manner 
in which firms use DACC to manage earnings. For 
example, Becker et al. (1998) and Francis et al. 
(1999), although both hypethesising that Big 5 
(then Big 6) auditors constrain earnings manage- 
ment more effectively than non-Big 5 auditors, in- 
terpret this prediction differently. Becker et al. 
(1998) imply that signed DACC are negatively as- 
sociated with the presence of Big 5 auditors while 
Francis et al. (1999) imply that it.is absolute 
DACC that are negatively associated with the 
presence of Big 5 auditors. This reflects different 
underlying assumptions about the manner in 


Vol. 37 №. 2. 2007 


which firms use DACC to manage earnings.? 

A further contribution of the paper is to provide 
evidence on whether the phenomenon of disconti- 
nuities in the distribution of earnings extends 
beyond the US corporate environment and GAAP 
regime. In recent years, there has been heightened 
interest in the impact of different economic envi- 
ronments and GAAP regimes on the attributes of 
accounting earnings (Pope and Walker 1999; Ali 
and Hwang 2000; Ball et al. 2000), and on the in- 
cidence of earnings and forecast management 
(Brown and Higgins 2001). In addition, Leuz et al. 
(2003) provide evidence of a correlation between 
loss avoidance and accruals-based measures of 
earnings management. This paper extends and 
deepens this growing international accounting lit- 
erature by reporting detailed evidence of the links 
between earnings discontinuities and accruals ma- 
nipulation based on a large sample of UK firms. 

The UK context is interesting for a number of 
reasons. Firstly, the incentives for earnings man- 
agement differ from those in the US (the basis of 
most research to date). Ball et al. (2000: 25-29) 
point out that the UK has the least regulated and 
least litigious accounting environment among the 
common-law countries they study, and that corpo- 
rate debt is primarily private in the UK. According 
to Ball et al. (2000), these factors imply a reduced 
demand for timely incorporation of bad news into 
accounting earnings reported by UK firms. Such 
lower demand for timely reporting of bad news al- 
lows managers greater flexibility compared to the 
US to manage earnings through timing of recogni- 
tion. In seeming contrast, Brown and Higgins 
(2001) cite evidence that UK managers have vast- 
ly smaller holdings of stock options than their U.S. 
counterparts, and thus suggest that UK managers 
have less incentive to manipulate earnings to avoid 
reporting bad news than US managers. However, 
in their 2005 paper, Brown and Higgins suggest 
that the impact of differences in expectations man- 
agement behaviour between countries may partial- 
ly explain the apparent differences in incentives 
for earnings management. 

Another UK-specific feature is the regime 
. Change that occurred regarding the reporting of ex- 
traordinary items. Prior to the issuances of FRS 3 
(Accounting Standards Board, 1992), the majority 
of extraordinary debits concerned restructurings of 





3 Alternatively, or additionally, it implies different assump- 
tions on the loss function of auditors. 

4 The literature of which this latter paper forms a part exam- 
ines the manipulation by company management of analyst ex- 
pectations, ie. seeking to guide downwards expectations, 
rather than having to (or in addition to) managing earnings up- 
wards. 

5 We use the term non-discretionary earnings to mean earn- 
ings before DACC, or unmanaged earnings ignoring earnings 
management effected other than through DACC. 


125 


businesses, i.e. seemingly not extraordinary in na- 
ture, whereas many apparently extraordinary cred- 
its were treated as merely ‘exceptional’ and taken 
as ‘above the line’ income. One of the reasons 
given for the issuance of FRS 3 was thus to elimi- 
nate the use of extraordinary items as a means of 
earnings management. We are thus able to exam- 
ine the use of extraordinary items as an earnings 
management tool, both pre- and post-FRS 3. 

Our results indicate that the earnings levels, 
changes and surprises of UK firms, like those of 
US firms, are distributed discontinuously around 
zero. Specifically, we observe unusually low inci- 
dence of small negative earnings levels, changes 
and surprises, and unusually high incidence of 
small positive earnings levels, changes and sur- 
prises. However, non-discretionary earnings lev- 
els, changes and surprises for the same sample are 
distributed without this discontinuity at zero, sug- 
gesting that the discontinuity in the earnings distri- 
bution is attributable to DACC. We further 
document that DACC have the effect of signifi- 
cantly increasing the incidence of small positive 
earnings levels, changes and surprises. DACC also 
have the effect of reducing the incidence of both 
positive and negative earnings levels, changes and 
surprises of large magnitude. 

Further, we report evidence that exact zero earn- 
ings surprises are associated with unusual variance 
in DACC, suggesting idiosyncratic use of DACC 
to meet forecasts exactly. We also find that exact 
zero earnings surprises are associated with rela- 
tively low average extraordinary items, high inci- 
dence of negative extraordinary items, and low 
incidence of positive extraordinary items. This re- 
sult is consistent with exact zero earnings surpris- 
es being achieved with the aid of misclassification 
of extraordinary items. 

The main contributions of this paper can be sum- 
marised as follows. Firstly, we provide a previous- 
ly undocumented general empirical explanation of 
the discontinuity observed at zero in the distribu- 
tion of earnings relative to targets. Specifically, we 
report that accounting manipulation by the gener- 
ality of (non-financial) companies through DACC 
is a significant contributor to this discontinuity. 
Secondly, we quantify the extent to which firms 
achieve earnings targets with the aid of DACC. 
The paper thus also contributes further to the 
methodological debate by providing support for 
the use of DACC as a proxy for earnings manage- 
ment. However, this evidence also indicates that 
the extent to which, and direction in which, firms 
use DACC to manage earnings varies with the re- 
lationship between earnings before DACC and 
basic earnings targets. This has implications for 
the interpretation of previous studies, and design 
of future studies, using DACC to proxy for earn- 
ings management. The evidence we report also 
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contributes to the literature examining the circum- 
stances under which firms seek to manage earn- 
ings (e.g., Nelson et al. 2003). 


2. Research design 

Prior research has typically approached the ques- 
tion of whether firms use DACC to achieve earn- 
ings targets by examining average DACC 
conditional on either earnings or non-discretionary 
earnings relative to target. For example, DeFond 
and Park (1999) report that firms use DACC to 
achieve earnings in excess of forecasts by 2 to 3 
cents per share. They find that DACC are income- 
increasing on average if the earnings surprise is 
less than 2 cents, income-decreasing if the earn- 
ings surprise is more than 3 cents, and insignifi- 
cantly different from zero if the earnings surprise 
is 2 or 3 cents. Cheng (2000) also investigates the 
relationship between DACC and earnings surpris- 
es and observes that firms with non-discretionary 
earnings below forecasts report positive DACC on 
average, while firms with non-discretionary earn- 
ings above forecasts report negative DACC on av- 
erage. This approach does not address the extent to 
which DACC are used successfully to manage 
earnings from below to above targets. It also does 
not answer the question of whether the discontinu- 
ity in the distribution of earnings relative to targets 
is specifically caused by DACC. If earnings man- 
agement underpins observed discontinuities in 
earnings distributions, then earnings management 
should be used by more firms to move from below 
to above target than in the opposite direction. The 
finding that firms with small profits have higher 
DACC than firms with small losses does not pro- 
vide such a demonstration. It is possible that at 
least as many firms move from non-discretionary 
(pre-managed) profits to reported (post-managed) 
losses as move from non-discretionary losses to re- 
ported profits while at the same time finding that 
firms with non-discretionary profits (losses) have 
negative (positive) DACC. 

We first examine whether earnings levels, 
changes and surprises are distributed with a dis- 
continuity at zero, similar to Burgstahler and 
Dichev (1997) and Degeorge et al. (1999). Such 





6 For the purpose of efficient expression, we use the terms 
negative and positive to describe earnings and non-discre- 
tionary earnings relative to target. Strictly, our usage of 
positive (negative) in the context of earnings levels, non-dis- 
cretionary earnings levels, earnings changes and non-discre- 
tionary earnings changes refers to observations greater than 
(less than or equal to) zero. Our usage of positive (negative) in 
the context of earnings surprises and non-discretionary earn- 
ings surprises refers to observations greater than or equal to 
(less than) zero. This is in accordance with our assumption 
that firms seek to achieve positive earnings levels and changes 
and avoid negative earnings surprises, and with the conse- 
quential design of our empirical tests. 
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discontinuities would be consistent with, but not 
necessarily proof of, earnings management to 
achieve targets. Thus, we test the following predic- 
tion: 


Hi: The frequency of small negative earnings 
levels (changes, surprises) is lower than ex- 
pected and the frequency of small positive 
earnings levels (changes, surprises) is higher 
than expected under a smooth distribution? 


To the extent that DACC cause the discontinuity 
in the earnings distribution, the removal of DACC 
from earnings is expected to reduce the discontinu- 
ity. Specifically, we predict that the distributions of 
non-discretionary earnings do not display disconti- 
nuities around earnings targets, and test the fol- 
lowing prediction: 


H2: The frequencies of small negative non-dis- 
cretionary earnings levels (changes, surpris- 
es) and small positive non-discretionary 
earnings levels (changes, surprises) are equal 
to the frequencies expected under a smooth 
distribution 


Further, the use of DACC to achieve targets will 
be reflected in DACC having the effect of increas- 
ing the proportion of firm-vears achieving earn- 
ings targets. This implies the following prediction: 


H3: The proportion of firm-years with positive 
earnings levels (changes, surprises) is larger 
than the proportion of firm-years with posi- 
tive non-discretionary earnings levels 
(changes, surprises) 


The previous evidence on the distribution of 
earnings relative to targets suggests that earnings 
management to achieve targets occurs most exten- 
sively when the shortfall from target is small. In 
particular, it is suggested that firms seek to manage 
earnings to transform small deficits into small sur- 
pluses relative to targets. Thus, we test the follow- 
ing predictions: 


H4: The proportion of firm-years with small pos- 
itive earnings levels (changes, surprises) is 
larger than the proportion of firm-years with 
small positive non-discretionary earnings : 
levels (changes, surprises) 


The proportion of firm-years with small neg- 
ative earnings levels (changes, surprises) is 
smaller than the proportion of firm-years 
with small negative non-discretionary earn- 
ings levels (changes, surprises) 


One important caveat must be noted with respect 
to the last prediction. It is based on the assumed 
earnings management objectives of achieving pos- 
itive earnings levels and changes and avoiding 
negative earnings surprises. It does not take ac- 
count of other earnings management strategies, 
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e.g., reducing the magnitude of earnings changes 
or surprises, which firms might simultaneously 
pursue. This would have implications for H5. 
Specifically, the use of DACC to smooth income 
might result in DACC increasing the proportion of 
firm-years with small negative earnings changes 
and reducing the proportion of firm-years with 
large negative earnings changes. We regard the 
question of whether firms use DACC to dampen 
earnings levels, changes or surprises as an empiri- 
cal issue to be taken into account when presenting 
and discussing our results. 


3. Sample and data 

We test the above empirical predictions, and pro- 
vide related evidence, on a sample comprising all 
UK quoted non-financial firms over the years 1989 
to 1998.7 We exclude financial firms because of 
our interest in working capital accruals, the accru- 
al generating process being considerably different 
in financial firms (Peasnell et al., 2000:318). We 
further restrict the sample to accounting periods of 
approximately one year in duration, defined as not 
less than 350 or more than 380 days. We impose 
this requirement because accounting flow vari- 
ables such as earnings are incomparable if they re- 
late to periods of different duration? 

Our primary data source for tests on earnings 
levels and changes is Datastream. For these tests, 
we measure earnings (EARN) in a hybrid manner 
across implementation of an important UK report- 
ing standard, FRS 3? In pre-FRS 3 accounting pe- 
riods, we measure EARN as earnings before 
extraordinary items. In post-FRS 3 accounting 
periods, we measure EARN as earnings before ex- 
traordinary and special or non-operating excep- 
tional items.!° The special items we exclude are 
items that could have been extraordinary pre-FRS 
3, are exceptional post-FRS 3, and are required by 
FRS 3 to be disclosed separately on the face of the 
income statement. We measure scaled earnings 
level (E) as EARN/TA, |, and scaled earnings 
change (AE) as (EARN, — EARN, ,)/TA, |. 

Our analysis of earnings before extraordinary 
items is consistent with Degeorge et al. (1999) but 
contrasts with Burgstahler and Dichev (1997) who 
examine earnings after extraordinary items. 
Theory is unclear about which earnings measure 
managers seek to manipulate, or how this measure 
is identified. We focus on earnings before extraor- 
dinary items because the investment analyst com- 
munity would appear to make wider use of 
earnings measured before extraordinary items.'? 
This increases the incentive for firms to manage 
earnings before extraordinary items relative to 
basic targets. Further, there is UK evidence that 
earnings before extraordinary items is less timely 
in reflecting bad news than earnings after extraor- 
dinary items (Pope and Walker, 1999). The fact 
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that classification of extraordinary items can be 
used as a means to manage earnings before ex- 
traordinary items makes it especially interesting to 
study whether DACC are also used to manage this 
earnings measure. For completeness, we also re- 
port evidence on pre- and post-FRS 3 periods, on 
using earnings after extraordinary items (EAXI) 
and on the use of extraordinary and special items 
to achieve earnings targets (see Section 5). 

For the purposes of tests on earnings surprises, 
we obtain actual and forecasted earnings from 
I/B/E/S.? We restrict the sample to those consen- 
sus forecasts based on at least three individual 
forecasts, and use the median forecast from the last 
available month before the earnings announce- 
ment as the proxy for forecasted earnings. We re- 
quire at least three individual forecasts so as to 
ensure that the median is a reliable measure.'^ We 
use the median instead of the mean so as to min- 
imise the effect of individual forecasts with unusu- 
al errors having excessive influence on the 








7 We use Datastream live and dead UK quoted equity lists, 
UKQI and DEADUK. These lists are based on issued securi- 
ties and include a number of instances where individual firms 
are listed more than once as a result of multiple issues. We 
identify these cases and retain in the sample only one equity 
class per firm-year. 

8 Of our final earnings level sample of 10,197 firm-years, 
1,561 (15.3%) observations have less than 365 or more than 
366 days. 

9 FRS 3 was issued on 29 October 1992, voluntary compli- 
ance being immediately optional and mandatory compliance 
required in relation to accounting periods ending on or after 22 
June 1993. FRS 3 redefined ordinary and extraordinary activ- 
ities with the effect of abolishing extraordinary items in the 
UK. 

10 Our pre-FRS 3 EARN is Datastream account code 
(DS) 625, and our post-FRS 3 EARN is DS625-(DS1083- 
DS1094-DS 1097). We measure other variables in terms of 
Datastream account codes as follows. WCA is A(DS376- 
DS375)-A(DS389-DS309), REV is DS 104, TA is DS392, XI is 
05193 and SI is DS1083-DS1094-DS 1097. 

U These items, listed in para. 20 of FRS 3, are profits or 
losses on sale or termination of operations, costs of fundamen- 
tal reorganisations or restructuring, and profits or losses on 
sale of fixed assets. Ernst & Young (1999) uses the terminolo- 
gy non-operating exceptional to describe these items. 
Exclusion of these items from our post-FRS 3 measure of 
earnings closely resembles the adjustments made by Lin and 
Walker (2000) in their post-FRS 3 construct of headline earn- 
ings. 

12 J/B/E/S International Inc. (1996:6) points out that ana- 
lysts generally make forecasts of earnings on a continuing 
basis, ie., excluding extraordinary and other non-operating 
items. Similarly, SIP 1 (1993) excludes extraordinary and sev- 
eral other non-maintainable items from the definition of head- 
line earnings. Lin and Walker (2000) report that, in terms of 
explaining stock prices, headline or maintainable earnings per- 
forms generally better than FRS 3 earnings, which includes 
non-operating exceptional or formerly extraordinary items. 

13 We only have access to I/B/E/S data for 1990 onwards. 
Perhaps because of this and contrary to Brown and Higgins 
(2001), we do not find a time-dependent bias in the occurrence 
of exact forecasts. 

14 The median forecast horizon, i.e. period between fore- 
casts and earnings announcements, is 28 days 
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Table 1 
Descriptive statistics 
Panel A 
Earnings level sample 
N=10,197 

Mean Median Q3 QI Std. Dev. 
E, 0.055 0.062 0.101 0.024 0.089 
NDE, 0.055 0.059 0.117 -0.001 0.114 
DACC, 0.000 0.000 0.039 —0.040 0.078 
Panel В 
Earnings change sample 
N=10,209 

Mean Median Q3 Q1 Std. Dev. 
AB, 0.007 0.008 0.028 -0.014 0.063 
NDAE, 0.007 0.005 0.055 —0.045 0.100 
DACC, 0.000 0.000 0.039 -0.041 0.078 
Panel C 
Earnings surprise sample 
№=4,380 

Mean Median Q3 Q1 Std. Dev. 
ES, —0.001 0.001 0.003 -0.001 0.013 
NDES, 0.002 0.002 0.034 —0.030 0.060 
DACC, —0.003 —0.002 0.029 -0.034 0.058 
E — Earnings scaled by opening total assets 
NDE = Non-discretionary earnings scaled by opening total assets 
AE = Change in earnings scaled by opening total assets 
МОДЕ = Non-discretionary earnings change in earnings scaled by opening total assets 
ES = Earnings surprise scaled by opening total assets 
NDES = Non-discretionary earnings surprise scaled by opening total assets 
DACC - Discretionary working capital accruals scaled by opening total assets, estimated using Jones (1991) 


model 


zd 





measure of central tendency. Thus, we measure the 
earnings surprise (ES) as actual earnings minus the 
median forecast scaled by opening TA. 

We estimate DACC by applying a cross-section- 





15 Collins and Hribar (2002) express the concern that meas- 
uring accruals as the change in balance sheet accounts intro- 
duces measurement error into total accruals, primarily as a 
result of mergers, acquisitions and discontinued operations. 
They state that the error in total accruals measured through the 
balance sheet approach is unlikely to be correlated with the as- 
sumed drivers of accruals in the Jones (1991) model, resulting 
in the measurement error being captured entirely by the resid- 
ual or discretionary accruals estimate. We believe their conjec- 
ture on the correlation between the measurement error and 
change in revenue, in particular, is counter-intuitive. Change 
in total consolidated revenue is, a priori, no less susceptible to 
influence by mergers, acquisitions and discontinued opera- 
tions than change in working capital balances. In any case, 
measuring total accruals using the cash flow statement, which 
is the approach preferred by Collins and Hribar (2002), is it- 
self not unproblematic. The difference between operating 
profit and operating cash flow usually includes a number of 
idiosyncratic accruals that cannot be classified systematically 
as either discretionary or non-discretionary. 


al version of the Jones (1991) model to working 
capital accruals. Under this model, normal or non- 
discretionary accruals are assumed to be a function 
of designated factors or drivers. The component of 
accruals not explained by these drivers is denoted 
as abnormal or discretionary. In the original Jones 
(1991) formulation, total accruals are modeled as a 
function of the change in total sales (AREV) and 
gross property, plant and equipment (PPE). The 
former is argued to drive short term accruals or 
WCA and the latter to drive long term accruals, 
most notably depreciation. 

Our focus is on the discretionary component of 
WCA. We believe that long term accruals such as 
depreciation are unlikely to be an effective means 
of managing earnings given their visibility and the 
ability of the market to observe, and unwind the 
earnings implications of, any attempt to manipu- 
late them (Young 1999:842). We measure total 
WCA as the change in non-cash working capital.'? 
We then estimate the following cross-sectional 
OLS regression for each Datastream level-6 indus- 
try-year, using all valid firm-years with available 
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data but requiring a minimum of six observations 
per гертеѕѕіоп:!6 

WCAa/ TA; = Во + Bi AREV iu / ТА + Eije (1) 
where i, j and t are firm, industry and time sub- 
scripts respectively. This regression facilitates par- 
titioning of WCA into non-discretionary accruals 
(NDACC) and DACC. NDACC are measured as 
the predicted component of WCA and DACC as 
the residual resulting from this regression. Thus: 


РАСС; = МСА, ГТА, -МЮАСС,, (2) 
A A 
= WCA,,/TA:. ;— (В+ В, АКЕМ ГТА ) 


ijt ij 


ijt 


jd 1204р 


where B, and В, are the industry-year OLS param- 
eters estimated above. 

In our use of the Jones (1991) model rather than 
available alternatives, we are guided by Peasnell et 
al. (2000). They evaluate the specification and 
power of alternative methods of estimating DACC 
using UK data. The results they report suggest 
that, on the whole, alternative models currently 
available are not superior to the Jones (1991) 
model in terms of ability to detect plausible levels 
of earnings management. Our measure of WCA 
and the DACC estimation technique closely re- 
semble those used by Peasnell et al. (2000). 

Having estimated DACC as described above, we 
measure non-discretionary earnings (NDE), non- 
discretionary earnings change (NDAE) and non- 
discretionary earnings surprise (NDES) as 
E-DACC, AE-DACC and ES-DACC respectively. 
Our earnings levels tests are conducted on an earn- 
ings level sample defined as all observations from 
the above-described main sample for which E, 
NDE and DACC are available, and having deleted 
the extreme%iles of E, NDE and DACC. Our earn- 
ings change and surprise samples are defined in a 
similar manner, with E (NDE) being replaced by 
AE (NDABE) and ES (NDES) respectively. 

These criteria result in earnings level, change 
and surprise samples of 10,197, 10,209 and 4,380 
observations respectively. Basic descriptive statis- 
tics on these samples are presented in Table 1. 
Mean (median) E, AE and ES are 0.055 (0.062), 
0.007 (0.008) and —0.001 (0.001) for the earnings 
level, change and surprise samples respectively. As 
expected, mean (median) DACC 1$ zero (zero) for 
both the earnings level and change samples.!? 





16 DeFond and Jiambalvo (1994) and Young (1999) also re- 
quire a minimum of six observations. 

17 Given that DACC is estimated as an OLS residual, the 
population average is zero by construction. 

18 The high frequencies shown in the extreme upper and 
lower bins in all panels of Figure 1 are a result of truncating 
the range of the graphs and combining the remaining bins. 

19 We use increasingly narrow bands or bin widths as we 
move from earnings levels to changes to surprises because of 
the degree of concentration around zero in these respective 
distributions. 
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However, the earnings surprise sample has mean 
(median) РАСС of —0.003 (-0.002). 


4. Results 


4.1. Distribution of earnings and 
non-discretionary earnings relative to target 

We predict in H1 that earnings relative to targets 
will be distributed discontinuously around zero, 
consistent with firms managing earnings to avoid 
small deficits and achieve small surpluses. We fur- 
ther predict in H2 that the exclusion of discre- 
tionary accruals from current period earnings will 
cause the discontinuity around zero to disappear. 
The evidence on these hypotheses is reported in 
Figure 1 and Table 2. Figure 1 presents histograms 
of reported and non-discretionary earnings levels, 
changes and surprises. It also shows the differ- 
ences between the frequency of reported earnings 
and non-discretionary earnings relative to target in 
each class, thus illustrating the impact that DACC 
have on the distribution of earnings relative to tar- 
2615.18 Table 2 reports the Burgstahler and Dichev 
(1997) standardised difference statistics relating to 
the classes at both immediate sides of zero in the 
distributions reported in Figure 1.1 

The distribution of earnings levels, shown in 
Figure 1 Panel A1 reveals a distinct discontinuity 
at zero. The frequency at the immediate left of zero 
is low and that on the immediate right of zero is 
high relative to expected frequencies under a 
smooth distribution. As predicted, Panel A2 shows 
that the distribution of non-discretionary earnings 
levels is relatively smooth around zero. There is 
little disparity between the frequencies immediate- 
ly adjacent to zero. Panel A3 confirms that DACC 
have the effect of increasing the frequency of 
small positive earnings and decreasing the fre- 
quency of small negative earnings. In addition, 
DACC have the effect of reducing the frequency 
of both large positive and large negative earnings. 

Table 2 Panels A1 and A2 confirm the visual im- 
pressions regarding the impact of DACC around 
zero earnings. Panel A1 indicates that the actual 
frequency of the class to the immediate left of zero 
in the earnings distribution is significantly less 
than the expected frequency of that class under the 
null hypothesis of a smooth distribution. On the 
other hand, Panel A2 indicates that the actual fre- 
quency of the class to the immediate left of zero in 
the non-discretionary earnings distribution is in- 
significantly different from its expected frequency. 
This confirms our H1 and H2 predictions that 
earnings is distributed discontinuously around 
zero, while non-discretionary earnings is not. 

Figure 1 Panel B1 shows the distribution of 
earnings changes. This histogram reveals a discon- 
tinuity at zero, caused by the frequency at the im- 
mediate right of zero appearing to be higher and 
that at the immediate left of zero lower than ex- 
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Figure 1 (Panel A) 
Histograms of earnings and non-discretionary earnings levels 
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Figure 1 (Panel B) 
Histograms of earnings and non-discretionary earnings changes 
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| Figure 1 (Panel C) | 


Histograms of earnings and non-discretionary earnings surprises 
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Table 2 
Distribution of near-zero earnings and non-discretionary earnings relative to targets 
Panel Al Panel A2 
Earnings level Non-discretionary earnings level 
N=10,197 N=10,197 
Class -001«E,s0 0<Е,<0.01 Class —0.01<NDE,<0 0<NDE,<0.01 
n 190 356 n 300 325 
Std. Diff. —3.516 1.942 Std. Diff. —0.144 —1.144 
p value 0.000 0.052 p value 0.885 0.253 
Panel В1 Panel B2 
Earnings change Non-discretionary earnings change 
N=10,209 N=10,209 
Class —0.005«AE,x0 О<ЛЕ,<0.005 Class —0.005<NDAE,<0 0<NDAE,<0.005 
n 503 763 n 286 289 
Std. Diff. -3.380 2.463 Std. Diff. -0.538 -0.705 
p value 0.001 0.014 p value 0.590 0.481 
Panel C1 Panel C2 
Earnings surprise Non-discretionary earnings surprise 
N=4,380 N=4,380 
Class —0.0025=Е$,<0 OxES,«0.0025 Class -0.0025xNDES,«0 0<NDES,<0.0025 
n 734 1415 n 98 111 
Std. Diff. -3.442 21.225 Std. Diff. —0.209 1.085 
p value 0.001 0.000 p value 0.835 0.278 
а Е = Earnings scaled by opening total assets 
NDE = Non-discretionary earnings scaled by opening total assets 
AE = Change in earnings scaled by opening total assets 
NDAE = Non-discretionary earnings change in earnings scaled by opening total assets 
ES = Earnings surprise scaled by opening total assets 
NDES = Non-discretionary earnings surprise scaled by opening total assets 
DACC = Discretionary working capital accruals scaled by opening total assets, estimated using Jones 


(1991) model 


b This table shows the Burgstahler and Dichev (1997) standardised difference statistic for the classes at the 
immediate left and right of zero in the distributions of actual and non-discretionary earnings levels, changes 
and surprises scaled by opening total assets. This statistic is measured as the difference between the actual 
and expected frequencies in the class concerned, standardised by the standard deviation of this difference. 
The expected frequency of each class is assumed to be the mean of the two immediately adjacent classes. 
In other words, if the number of observations in class i is denoted by ni, the probability of an observation 
occurring in class i denoted by pi, and the total number of observations in the sample denoted by N, the test 
statistic for class i is given by: 





n- (л, +A) 











2 
"m -р)+ М р; + Poll = Pint Pin) 


c This statistic is evaluated against the standardised normal distribution. 


d All p values reported are two-tailed. 
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pected. As predicted, the distribution of non-dis- 
cretionary earnings changes shown in Panel B2 
does not have a similar discontinuity at zero. The 
frequencies at the immediate sides of zero appear 
indistinguishable from each other, and the entire 
distribution appears symmetrical around zero. The 
distribution of actual earnings changes has rela- 
tively heavy density over a range of small positive 
earnings changes. Panel B3 shows that DACC 
have the effect of increasing the frequency of 
small positive earnings changes, increasing the 
frequency of small negative earnings changes to a 
lesser extent, and reducing the frequency of large 
positive and negative earnings changes. 

Evidence confirming our H1 and H2 predictions 
regarding the effect of DACC on the discontinuity 
in the distribution of earnings changes is presented 
in Table 2. Panel B1 indicates that the frequency of 
the class to the immediate left of zero in the earn- 
ings change distribution is significantly less than 
expected had the distribution been smooth. 
However, this is not the case in the distribution of 
non-discretionary earnings changes. Panel B2 
shows that the frequency to the immediate left of 
zero 15 insignificantly different from that expected 
under a smooth distribution. 

In Figure 1 Panel C1, we present the distribution 
of earnings surprises. This distribution reveals 
high concentration around zero, with more than 
85% of all firm-years reporting earnings surprises 
within a 1.25% of ТА band around zero. 
Consistent with our H1 prediction the frequency to 
the immediate right of zero is markedly greater 
than that at the immediate left of zero. Panel C2 re- 
ports the distribution of non-discretionary earnings 
surprises, with little observable disparity between 
frequencies immediately either side of zero. This 
distribution is dispersed over a wide range, consis- 
tent with DACC being used to manage earnings to- 
wards forecast and with analysts anticipating a 
significant part of DACC. This is confirmed in 
Panel C3, which indicates that DACC have the ef- 
fect of causing convergence of earnings and fore- 
casts. Specifically, DACC increase the frequency 
of small magnitude surprises and reduce the fre- 
quency of large magnitude surprises. It is also 
clear from this panel that DACC increase the fre- 
quency of small positive surprises to a greater ex- 
tent than small negative surprises. 

Table 2 Panel C1 confirms that the frequency of 
the class to the immediate left of zero in Фе earn- 
ings surprise distribution is significantly less than 
expected under the null hypothesis of a smooth 
distribution. In contrast, the actual frequency of 
this class in the non-discretionary earnings sur- 
prise distribution (Panel C2) is insignificantly dif- 
ferent from the expected frequency. This is 
consistent with our H1 and H2 predictions that 
earnings surprises are distributed discontinuously 
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around zero while non-discretionary earnings sur- 
prises are not. 

In summary, therefore, we find that earnings lev- 
els, changes and surprises are distributed with vis- 
ible and statistically significant discontinuities 
around zero. Specifically, in each of these distribu- 
tions, the frequency to the immediate right of zero 
is greater than expected and the frequency to the 
immediate left of zero lower than expected under a 
smooth distribution. We find, further, that the dis- 
tributions of non-discretionary earnings levels, 
changes and surprises are not discontinuous in this 
manner around zero. This suggests that the discon- 
tinuity in the distribution of earnings relative to 
basic targets is caused by DACC. 


4.2. Proportions of firm-years achieving and 
missing earnings targets as a result of DACC 

We predict in H3 that DACC have the effect of 
increasing the proportion of firm-years reporting 
positive earnings levels, changes and surprises. We 
further predict in H4 and H5 that DACC increase 
the proportion of small positive earnings levels, 
changes and surprises, and reduce the proportion 
of small negative earnings levels, changes and sur- 
prises. These predictions are based on the hypoth- 
esised use of DACC to achieve basic earnings 
targets. 

Preliminary evidence on these predictions is ob- 
tained from Figure 1 as discussed above. This fig- 
ure indicates that DACC increase the proportion of 
positive and, particularly, small positive earnings 
levels, changes and surprises, consistent with pre- 
diction. Also consistent with prediction, DACC re- 
duce the proportion of small negative earnings 
levels. However, contrary to prediction, DACC in- 
crease the proportion of small negative earnings 
changes and surprises. While the graphical evi- 
dence in Figure 1 clearly illustrates the effects of 
DACC, it does not indicate the statistical signifi- 
cance of these effects. 

Table 3 reports the results of formal tests of the 
predictions we make in H3, H4 and H5. Panel A 
shows that DACC (which are mean zero: see foot- 
note 17) have the effect of significantly increasing 
the proportion of positive earnings levels from 
74.8 to 85.2%. DACC also significantly change 
the proportions of firm-years with positive and 
negative earnings levels within 0.05 of opening 
TA. In the case of positive earnings levels within 
this range, the proportion increases from 20.8 to 
26.4%. In the case of negative earnings levels 
within the same range, the proportion decreases 
from 12.1 to 6.5%. These changes are consistent 
with the prediction that DACC are used to manage 
earnings to achieve positive earnings levels and, in 
particular, to transform small negative earnings 
into small positive earnings. 

Table 4 shows the impact of DACC in arriving at 
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Table 3 
Proportions of observations achieving and missing earnings targets before and after discretionary accruals 
Panel A 
Earnings levels 
N=10,197 
Proportion Z p value 
NDE>0O 0.748 
E>0 0.852 25.718 0.000 
Q<NDE,<0.05 0.208 
0<В =0.05 0.264 ae oe 
—0.05<NDE,<0 0.121 К 
—0.05<Е,<0 0.065 19013 oe 
Panel B 
Earnings changes 
N=10,209 
Proportion 2 р value 
NDAE,>0 0.527 
АЕ>0 0.626 18.480 0.000 
0<NDAE,<0.025 0.144 
O«AE,«0.025 0.353 а. oe) 
-0.025<NDAE,<0 0.137 
-0.025<АЕ х0 0.186 ere 0000 
Panel С 
Earnings surprises 
N=4,380 
Proportion Z p value 
NDES 20 0.518 
ES 20 0 593 7.168 0.000 
OsNDES,«0.0125 0.108 
O<ES,<0.0125 0.553 ыо 0000 
—0.0125xNDES,«0 0.108 
—-0.0125xES,«0 0.317 ЖО 0.000 
a E = Earnings scaled by opening total assets 
NDE = Non-discretionary earnings scaled by opening total assets 
AE = Change in earnings scaled by opening total assets 
NDAE = Non-discretionary earnings change in earnings scaled by opening total assets 
ES = Earnings surprise scaled by opening total assets 
NDES = Non-discretionary earnings surprise scaled by opening total assets 
DACC = Discretionary working capital accruals scaled by opening total assets, estimated using Jones 


(1991) model 


b This table evaluates the impact of DACC on the frequency of observations of positive, small positive and 
small negative earnings levels, changes and surprises. The 7, statistic shown relates to the Z test for corre- 
lated proportions described by Kanji (1993, 48-49). This test evaluates the impact of a given intervention 
on the proportion of observations satisfying a given criterion by measuring and comparing the proportion 
before and after the intervention. If the number of observations moving from no to yes relative to the crite- 
rion of interest is denoted by b, the number moving from yes to no denoted by c, and the total number of 
observations denoted by N, the test statistic is given by: 


(b—c)N 


(bs c) сим 
N(N ~ 


This statistic is evaluated against the standardised normal distribution. 
All p values reported are two-tailed. 
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the earnings reported by firms. It takes the form of 
transition matrices (one each for levels, changes 
and surprises): rows show broad classes of non- 
discretionary (pre-managed) earnings, columns 
show such classes of reported earnings. 
Intersections of rows and columns show the num- 
ber of firm-years (and proportion of the total) 
moving from a particular NDE, (NDAE,, NDES,) 
class to a particular E, (AE,, ES,) class. 

Panel A presents details of the frequency with 
which firms move from specific classes of non- 
discretionary earnings, e.g. NDE x —0.1, to specif- 
ic classes of actual reported earnings, e.g. 0 < E, < 
0.05. We would expect that firms use DACC to 
move from negative non-discretionary earnings to 
positive reported earnings, and for this to be par- 
ticularly so for firm-years close to targets. Panel A 
reveals that 14% of the entire sample move from 
negative non-discretionary earnings to positive 
earnings as a result of DACC. This compares to 
only 3.6% of the sample moving in the opposite 
direction, i.e. from positive non-discretionary 
earnings to negative earnings as a result of 
БАСС 2 thus emphasising the directionality in the 
use of DACC. Focusing specifically on those firms 
falling just short of target, i.e. in the range —0.05 < 
NDE, x 0, the effect is even more pronounced: 
72.8% of such firms report positive actual (post 
DACC) earnings ((550 + 261 + 88) / 1,235), 
whereas only 11.196 of those firms with NDE, just 
above break even, i.e. 0 «NDE, «0.05, move to 
negative earnings ((20 +49 + 166) / 2,117). Of par- 
ticular interest is the movement of firms closest to 
break even. Here 5.446 of the entire sample moves 
from negative non-discretionary earnings within 
0.05 of opening ТА to positive earnings within the 
same range, (i.e. the 550 firm-years in the lower 
left corner of the upper right quadrant). Although 
only a small proportion of the total sample, these 
550 firm-years represent 44.5% of the 1,235 firm- 
years within this range. 

Table 4 Panel B reports the impact of DACC on 
the proportion of firm-years achieving and missing 
positive earnings changes. DACC significantly in- 
crease the proportion of firm-years achieving pos- 
itive earnings changes from 52.7% based on 
NDAE, to 62.6% based on reported earnings, i.e. 
row totals 1,473 + 1,161 + 2,742 as a proportion of 
the total of 10,209 compared to the proportion rep- 
resented by the column totals 3,606 + 1,484 + 
1,299. As with earnings levels, focusing specifical- 
ly on those firms falling just short of target, i.e. 


20 The 14 % comprise those observations in the upper right 
quadrant of the panel, 1.е., those firms having negative NDE 
but reporting positive E (113 + 191 + 550 + 65 + 84 +2 61 + 
42 + 36 + 88) / 10197. The 3.6 % comprise those observations 
in the lower left quadrant, i.e. those having positive NDE but 
reporting negative Е (20 +7 +7 + 49 + 14 13 + 166+5 7+ 
39) / 10197. 
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-0.025 < NDAE, < 0, reveals that 58.5% of such 
firms report positive actual (post DACC) earnings 
changes ((629 + 126 + 61) / 1,395, whereas only 
29% of those firms with NDAE, just above target, 
іе. 0 < МОДЕ, <0.025, move to negative actual 
earnings changes ((49 + 80 + 298) / 1,473), again 
confirming a clear directional bias in movements. 
DACC also significantly increase the proportion 
of firm-years with small positive earnings 
changes, i.e. within 0.025 of opening TA from 14.4 
to 35.3%, i.e. row total of 1,473 for 0 < NDAE, 
<0.025 compared to column total of 3,606 for 0 < 
AE, <0.025. 

These results are consistent with DACC being 
used to achieve positive earnings changes. 
However, contrary to prediction, DACC signifi- 
cantly increase the proportion of negative earnings 
changes within 0.025 of opening TA from 13.7% 
(row total of 1,395 for -0.025 < NDAE, < 0 to 
18.6% (equivalent AE, column total of 1,903). This 
result reflects the visual impression conveyed by 
Figure 1. 

One potential reason for DACC increasing the 
proportion of firm-years with small negative earn- 
ings changes is the use of DACC to smooth earn- 
ings. Smoothing would be reflected by the use of 
DACC to dampen fluctuations in earnings, i.e., to 
reduce the magnitude of earnings changes. Table 4 
Panel B shows that 789 (i.e. 468 + 321), or 41.5%, 
of the 1,903 firm-years with actual negative earn- 
ings changes within 0.025 of opening TA use 
DACC to reduce the magnitude of a larger nega- 
tive earnings change. If these observations were 
excluded, the proportion of firm-years with small 
negative earnings change would move from 13.7 
(row total, as before) to 10.9% (the —0.025 < AE, 
=) column total of 1,903 minus the 789 firm-years 
specified above) as a result of DACC. In other 
words, if firm-years dampening the magnitude of 
large negative earnings change are excluded, 
DACC have the effect of reducing the proportion 
of firm-years with small negative earnings 
changes, as predicted. 

It is important to note that, even if firm-years 
dampening the magnitude of large positive earn- 
ings change are excluded, DACC still have the 
predicted effect of increasing the proportion of 
firm-years with small positive earnings changes. 
In this case, the proportion concerned increases 
from 14.4 to 22.396 (compare row total of 1,473 as 
before with column total 3,606 minus 789 + 543, 
the firms reducing large NDE changes by the use 
of DACC). 

Table 4 Panel B also indicates that 20.2% of the 
entire sample use DACC to move from negative to 
positive earnings changes, i.e. the cases in the top 
right-hand quadrant. These 2,059 firm-years repre- 
sent 42.6% of all firm-years with negative non-dis- 
cretionary earnings changes, i.e. 2,059 as a 
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Table 4 
Transition matrices indicating the frequency of movement of observations from classes of 
non-discretionary earnings to classes of earnings relative to target 















































Panel А 
Earnings level sample 
Ex-9.1 —0.1<Е =-0.05 -005<Е=0 | 045005 0.05<Е, 50.1 
NDE,<-0.1 362 i 113 
0.036 
-0.1«NDE,s-0.05 59 
0.006 
-0.05<NDE,<0 47 
0.005 
0<NDE,<0.05 20 
0.002 
0.05<NDE.<0.1 7 
0.001 
NDE>0.1 7 
0.001 
n 502 
proportion 0.049 
Panel B 
Earnings change sample . 
AE,s-0.05 -0005«AE,s-0.025 -0.025<AE<0 |! O«AE,s0.025 0.025<ЛЕ, 50.05 ДЕ>0.05 Total 
NDAE,<-0.05 753 390 468 i 504 153 107 2375 
0.074 0.038 0.046 i 0.049 0.015 0.010 0.233 
-0.05<NDAE,s-0.025 102 161 321 i 362 81 36 1063 
0010 0016 0.031 Н 0.035 0.008 0.004 0.104 
-0.025<МРАЕ 50 69 B 
0.007 
O«NDAE «0.025 49 
0.005 
0.025<NDAE,<0.05 28 
0.003 
NDAE>0.05 48 
0.005 
п 1049 
proportion 0.103 
Panel С 
Earnings surprise sample 
ES,<-0.025 | -0.025sES,<-0.0125 -0.0125<ES<0 { 0=Е5,<0.0125 0.0125<ES,<0.025 ES,20.025 Total 
NDES,«-0.025 93 65 398 
9.921 0015 0091 
-0.025sNDES,«-0.0125 14 14 129 
0.003 0.003 0.029 
—0.0125<NDES,<0 9 12 147 
0.002 0.003 0.034 
O=NDES,<0.0125 6 Mo 147 
0.001 0.003 0.034 
0.0125sNDES,«0.025 5 12 123 
0.001 0.003 0.028 
NDES20.025 29 120 445 
0.007 6.027 0.101 
n 156 237 1389 
proportion 0.036 0.054 0317 
Е = Earnings scaled by opening total assets 
NDE = Non-discretionary earnings scaled by opening total assets 
AE = Change in earnings scaled by opening total assets 
NDAE = Non-discretionary earnings change in earnings scaled by opening total assets 
ES = Earnings surprise scaled by opening total assets 
NDES = Non-discretionary earnings surprise scaled by opening total assets 
DACC = Discretionary wcrking capital accruals scaled by opening total assets, estimated using Jones (1991) model 
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proportion of the relevant row totals of 2,375 + 
1,063 + 1,395. Again focusing specifically on 
those firms close to the target, in this case match- 
ing the prior year’s result; of the entire sample, 
6.2% of all firm-years move from negative non- 
discretionary earnings changes within 0.025 of 
opening TA to positive earnings changes within a 
similar range (i.e. the bottom left figure in the 
upper right quadrant). Of the 1,395 firm-years with 
small negative non-discretionary earnings changes 
within this range, 58.5% actually report positive 
earnings changes with the aid of DACC ((629 + 
126 + 61) / 1,395). 

In a similar manner, in Table 4 Panel C, we as- 
sess the impact of DACC on the proportion of 
firm-years meeting and missing analyst forecasts. 
This panel indicates that DACC significantly in- 
crease the proportion of firm-years with positive 
earnings surprises from 51.8 to 59.3%, i.e. the row 
totals 473 + 432 + 1,364 (being the firm-years with 
NDES above zero) compared to the column totals 
2,423 + 140 + 35 (the firm-years with ES above 
zero), both totals being divided by 4,380. 
Strikingly, and in accordance with our prediction, 
DACC greatly increase the proportion of firm- 
years with small positive earnings surprises, with- 
in 0.0125 of opening TA, from 10.8 to 55.3% (i.e. 
the row total for 0 < NDES, < 0.0125 compared to 
the column total for 0 < ES, < 0.0125. However, 
contrary to prediction, DACC increase the propor- 
tion of firm-years with negative earnings surprises 
within a similar range from 10.8 to 31.796. 

As suggested earlier for earnings, this last point 
is potentially explained by the use of DACC to re- 
duce the magnitude of large negative earnings sur- 
prises. Table 4 Panel C shows that DACC have the 
effect of facilitating 12% of the sample (398 + 
129) moving from a larger negative surprise to one 
within 0.0125 of opening ТА. However, even if 
these observations are excluded, DACC still have 
the effect of increasing the proportion of small 
negative earnings surprises from 10.8% (the row 
total, as before) to 19.696 (the column total of 
1,389 minus 398 + 129), contrary to prediction. 
Clearly, however, the increase is less dramatic 
when these observations are excluded. 

Table 4 Panel C also indicates that 6.6% of the 
sample appears to use DACC to move from a neg- 
ative surprise within 0.0125 of opening TÀ to a 
positive surprise within the same range (the bot- 
tom left corner of the upper right quadrant). These 
290 cases represent 61.296 of all firm-years with 
negative non-discretionary earnings surprises 
within 0.0125 of opening TA (the row total of 
474). Further, 58.396 of all firm-years with nega- 
tive non-discretionary earnings surprises report 
positive actual surprises with the help of DACC, 
ie. the total of firm-years in the upper right quad- 
rant divided by the sum of the row totals 1,234 + 
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403 + 474). 

In summary, DACC significantly increase the 
proportions of firm-years reporting positive earn- 
ings levels, changes and surprises, as predicted. 
DACC also have the effect of significantly in- 
creasing the proportion of firm-years reporting 
small positive earnings levels, changes and sur- 
prises, and reducing the proportion of firm-years 
reporting small negative earnings levels. This is 
consistent with DACC being used to achieve pos- 
itive earnings levels, changes and surprises, and 
with DACC causing the discontinuity in the distri- 
bution of earnings. However, contrary to predic- 
tion, DACC result in increases in the proportions 
of firm-years with small negative earnings 
changes and surprises. We show that this is main- 
ly because DACC also serves the purpose of 
dampening the magnitude cf large negative earn- 
ings changes and surprises in significant numbers 
of firm-years. 


4.3. Sensitivity analysis 

To assess the robustness of our results to the 
choice of discretionary accruals model, we re-esti- 
mate non-discretionary earnings using five alter- 
native models and recompute the results reported 
in Figure 1 and Tables 2, 3 and 4. We use two ver- 
sions of the modified-Jones model (Dechow et al, 
1995) based on working capital accruals and three - 
others, versions of both the original Jones and the 
modified-Jones models, based on total accruals. 

The results achieved are consistent with those 
reported above. Examination of graphical repre- 
sentations of reported and non-discretionary earn- 
ings relative to targets, per Figure 1, confirms our 
main results. Examining the results statistically re- 
veals for reported earnings a discontinuity around 
zero in all 30 cases, i.e. five discretionary accruals 
models, each for levels, changes and surprises, ex- 
amining one bin either side of zero for each. For 
non-discretionary earnings, no statistically signifi- 
cant discontinuity is found in the 30 cases exam- 
ined except when using one of the total 
accruals-based modified-Jones models for surpris- 
es (below zero bin p value 0.085). We also achieve 
qualitatively similar results using market value of 
equity (rather than total assets) to scale the vari- 
ables in Equations 1 and 2. Further, our results for 
earnings surprises are again similar when using 
unscaled EPS (contrary to Durtschi and Easton's 
(2005) suggestion). 

Replicating for earnings levels, changes and sur- 
prises the tests of proportion reported in Table 3, 
i.e. achieving and missing earnings targets, both 
overall and for each of small positive and small 
negative movements, reveals no instances contra- 
dicting the main results. Of 45 tests conducted 
(five discretionary accruals models, each for lev- 
els, changes and surprises, and each for overall, 
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small positive and small negative) only two give 
results with a p value other than 0.000 and these 
are each 0.005. 

It could be argued that our finding of the disap- 
pearance of the discontinuity around zero is a sta- 
tistical artefact deriving from our approach of 
removing DACC from reported earnings (changes, 
surprises) in order to arrive at NDE (changes, sur- 
prises). That is, a (smooth) approximation of a nor- 
mal distribution may be the result of subtracting 
one distribution from another. To test this, we re- 
move from earnings for each firm-year a random- 
ly determined ‘pseudo-accrual’ component of 
earnings (rather than DACC) sampled from a nor- 
mal distribution with mean and standard deviation 
set equal to the distribution of DACC for the spe- 
cific earnings bin, and re-run our tests. We repeat 
this procedure 1,000 times. Whereas our main re- 
sults show the removal of DACC almost always 
leads to the disappearance of the discontinuity 
from NDE (see above), discontinuities in ‘pseudo- 
NDE’ (i.e. earnings after removal of the *pseudo- 
accrual' component) remain in 2% of cases. А 
binomial test, significant at the 1% level, rejects 
the null of a smooth distribution (as obtained in 
our main tests) ?! 

We therefore conclude that our results are robust 
to not only different specifications of DACC but 
also that they represent a real, rather than a statis- 
tical, effect. 


5. Did FRS 3 alter company earnings 
management activities? 

As documented above, our main analysis concern- 
ing discontinuities around zero is based upon sam- 
ples drawn from the period of 1989-1998. 
Mid-way through that period, a new financial re- 
porting standard, FRS 3 (Accounting Standards 
Board, 1992) was introduced, in part to prevent the 
use of extraordinary items as an earnings manage- 
ment tool. At the time, it had been noted that a 
large majority of extraordinary items, i.e. those 
outside the normal course of business and thus 





?! We are grateful to one of our reviewers for suggesting this 
additional test of our results. 

?? Post-FRS 3, most items that previously classified as ex- 
traordinary (ХІ) became special (ST) 

23 We exclude accounting periods ending in the period dur- 
ing which compliance with FRS 3 was voluntary. This is to 
avoid any bias caused by self-selection in compliance. 
Accountancy (1993) reports that firms were voluntarily adopt- 
ing FRS 3 in financial statements issued as early as November 
1992, It quotes the chairman of one such firm as saying 
‘[Early adoption of FRS 3] does not have a major impact on 
the results of the company for the half year or for the previous 
year, but it does have the consequence of increasing marginal- 
ly our earnings per share in both periods as the result of in- 
cluding within ordinary activities certain items previously 
classified as extraordinary.’ 
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shown ‘below the line’, were income-decreasing 
while the majority of exceptional items, i.e. within 
the normal course of business items and thus 
‘above the line’, were income-increasing. This 
prima facie case of the misuse of extraordinary 
items, i.e. either classifying ordinary expenses as 
extraordinary expenses or extraordinary revenues 
as ordinary revenues, led to their virtual elimina- 
tion by FRS 3.” If this basis for the standard was 
valid, its introduction would have necessitated the 
alteration of companies’ earnings management 
techniques. We therefore re-run our main tests on 
pre-FRS 3 and post-FRS 3 sub-samples 23 

For earnings levels, we find that in the pre-FRS 
3 period the discontinuity in earnings noted previ- 
ously is absent, whereas in the post-FRS 3 period 
it is present. This suggests that a change of earn- 
ings management behaviour did indeed occur 
around the time of FRS 3's issuance. Our whole- 
period result thus reflects a weighted averaging of 
the two sub-period results, with the absence of an 
effect in the earlier period (about one-third of our 
observations) serving partially to mask the effect 
clearly evident in the later period (about two-thirds 
of our observations), i.e. the results reported for 
the whole period are a conservative estimate of the 
post-FRS 3 period effect. In contrast to this, but 
consistent with our expectations, the absence of a 
discontinuity for NDE that we find for the whole 
period sample is also evident for both of the sub- 
periods. 

Also consistent with our prior expectations and 
our whole period results, our tests of earnings 
changes show, for both pre-FRS3 and post-FRS 3 
sub-periods, a clear discontinuity in AE but none 
in ANDE. The differing results for the pre-FRS 3 
period earnings levels and changes may be attrib- 
uted to the (mis)use then of XI to achieve break 
even, i.e. an absolute target, but the necessity to 
manage earnings using DACC to achieve the prior 
year's EXBI result, i.e. a relative target not achiev- 
able using XI themselves. 

For earnings surprises, the results are again in 
line with those for the whole period, i.e. both pre- 
and post-FRS 3 periods show the expected discon- 
tinuity in ES, although the results are less clear cut 
than those for AE. Again, this suggests the use of 
DACC to meet a target not amenable to XI manip- 
ulation. 

The tests on the two sub-periods described 
above are, as for those on tbe whole period, con- 
ducted in terms of earnings levels, changes and 
surprises before extraordinary items (as detailed 
on pages 11—12). This is because we hypothesise 
that it is earnings before extraordinary items 
(BBXD that are the focus of analyst interest and 
hence of earnings management activities. 
However, whether this is actually the relevant tar- 
get is an empirical question. We thus repeat the 
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above tests using earnings levels and changes after 
extraordinary items (EAXI) 24 

When examining earnings levels for the whole 
sample period, we find that the pattern reported in 
our main (EBXT) results, i.e. the presence of a dis- 
continuity for earnings and its absence for NDE, is 
repeated for EAXI. This is may be attributed to the 
overall effect of XIs being small relative to the 
larger number of firm-years without XIs. The pat- 
terns for the two sub-periods (pre- and post-FRS 3) 
are also consistent with those reported for EBXI. 

For earnings changes, the pattern of results is in- 
teresting. Examining AE(AXT) for the whole peri- 
od, the discontinuity is more equivocal, i.e. while 
the coefficients (standard differences — not report- 
ed but see Table 2 for structure) of the bins below 
zero are significant for all models tested, those just 
above zero are not (although consistently ap- 
proaching significant levels). The pattern for 
ANDE(AXT) is similar, i.e. a discontinuity is pres- 
ent, again suggesting that in the pre-FRS 3 period 
XIs were indeed used for earnings management 
purposes. Examining the two sub-periods, the pat- 
tern for the pre-FRS 3 period is similar to that for 
earnings levels whilst that for the post-FRS 3 peri- 
od is as described for the whole period, i.e. again 
the pre-FRS 3 sub-period effect partially masks the 
post-FRS 3 effect. 

The above results indicate that the use of extraor- 
dinary items as an earnings management tool is 
worthy of further investigation. To provide this, we 
also examine the distribution of extraordinary (XI) 
and special items (SI — a post-FRS 3 Datastream 
defined category capturing items categorised as ex- 
traordinary pre-FRS 3) conditional on earnings rel- 
ative to targets. This enables us to evaluate further 
whether firms widely used misclassification of XI 
and SI as a means of achieving earnings targets. 

The main prior expectation we have on the rela- 
tionship between earnings and ХТ or SI is that large 
negative earnings would be associated with low av- 
erage XI or SI and high (low) incidence of negative 
(positive) XI or SI. This prediction is based on pre- 
vious evidence that the incidence of negative XI 
and SI is greater in periods of financial distress or 
extremely poor performance (Elliott and Shaw, 
1988; Hanna, 1999). To the extent that firms trans- 
form small deficits into small surpluses by misclas- 
sifying XI or SI, we expect small surplus 
firm-years to have unusually low average XI or SI, 
unusually high frequency of negative XI or SI, and 
unusually low frequency of positive XI or SI. 


Figure 2 plots average XI and the incidence of | 


negative and positive XI Юг equal-sized portfolios 


24 We would like to thank one of the reviewers for suggest- 
ing that we investigate this issue. Note that we do not conduct 
this test for earnings surprises as the I/B/E/S data upon which 
that work is based is not amenable to this. 

25 Te. the sample is selected per footnote 23. 


ACCOUNTING AND BUSINESS RESEARCH 


of firm-years based on ranked negative and posi- 
tive earnings relative to targets. This figure relates 
to the pre-FRS 3 period, defined in this section as 
all accounting periods ending on or before 30 June 
1992, FRS 3 having been issued on 29 October 
1992. Figure 3 reports the equivalent results for 
post-FRS 3 accounting periods, ie. average SI, 
and the incidence of negative and positive SI. We 
define post-FRS 3 in this section as those account- 
ing periods ending on or after 22 June 1993, the 
date from which mandatory compliance with FRS 
3 was required.” Our earnings levels and changes 
portfolios comprise 200 observations each, while 
our pre- and post-FRS 3 earnings surprise portfo- 
lios are constructed to have 127 and 118 observa- 
tions respectively, these being the numbers of 
exact zero surprises in the samples concerned. 

Figure 2 Panel Al presents a plot of average XI 
by earnings portfolios. A broadly positive relation- 
ship between XI and earnings is clearly observ- 
able, indicating that as earnings increase, so too do 
average XI. Panels A2 and АЗ present the plots of 
the proportion of observations in each portfolio re- 
porting negative and positive XI, respectively. 
Panel A2 clearly shows that the incidence of nega- 
tive XI decreases steadily as earnings increase, 
while Panel A3 shows that the incidence of posi- 
tive XI is relatively stable over the range of earn- 
ings. Examining the region around zero, there is no 
clear evidence in any of the panels consistent with 
the use of XI classification to transform small 
deficits into small surpluses. 

Similarly, Panels B1, B2 and B3 present average 
XI and the incidence of negative and positive XI 
conditional on earnings change. As before, there is 
a broadly positive relationship between ХТ and 
earnings changes. The incidence of negative XI 
falls as earnings change increases, but the inci- 
dence of positive XI is relatively stable as earnings 
change varies. This pattern is broadly consistent 
with the expectation that the incidence of negative 
XI is associated with poor (or distressed) perform- 
ance. Ás with the levels sample, we do not observe 
around zero earnings changes any clear evidence 
of variation in XI that suggests the use of XI clas- 
sification to achieve positive earnings changes. 
However, it does appear that the smallest negative 
earnings change portfolio has relatively high inci- 
dence of negative XI and low incidence of positive 
XI. This is consistent with the use of XI classifica- 
tion to minimise earnings decreases. 

Panels C1, C2 and C3 present plots of average 
XI and the incidence of negative and positive XI 
by earnings surprise portfolio. Extreme negative 
earnings surprises are associated with extremely 
low average XI, relatively high incidence of nega- 
tive XI and relatively low incidence of positive XI, 
as predicted. Strikingly, with the exception of the 
extreme negative earnings surprise portfolio, the 
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zero earnings surprise portfolio has the lowest av- 
erage ХТ. Further related evidence is presented in 
Panels C2 and C3. With no exceptions, the zero 
surprise portfolio has the highest proportion of 
negative XI and lowest proportion of positive XI. 
This is again consistent with ordinary expenses 
being classified as extraordinary and extraordinary 
revenues being classified as ordinary so as to facil- 
itate achievement of exact zero earnings surprises. 

In Figure 3, we conduct a similar analysis of the 
use of SI subsequent to implementation of FRS 3. 
Panels A1, A2 and A3 report average SI and the in- 
cidence of negative and positive SI by portfolios 
based on ranked earnings. As expected, and соп- 
sistent with the results for the pre-FRS 3 period, 
firm-years with large losses have relatively low 
average SI, high incidence of negative SI and low 
incidence of positive SI. We do not observe that 
small profit firm-years have unusually many nega- 
tive SI or unusually few positive SI. 

Panels B1, B2 and B3 report similar plots but 
conditional on earnings changes. As with the plots 
conditional on earnings levels, we do not observe 
that small positive earnings changes portfolio have 
unusually many negative SI or unusually few pos- 
itive SI. However, to the left of zero, we note that 
the smallest negative earnings change portfolio ap- 
pears to have relatively many negative SI and few 
positive SI. This result suggests the use of SI clas- 
sification аз a means of minimising negative earn- 
ings changes. 

Average SI and the incidence of negative and 
positive SI are plotted by earnings surprise portfo- 
lio in Panels C1, C2 and C3. These plots indicate 
that the zero earnings surprise portfolio have un- 
usually few negative and positive SI. The low in- 
cidence of positive SI would be consistent with 
firm classifying positive special revenues as ordi- 
nary to manage earnings upwards. However, the 
low incidence of negative SI is contrary to the 
classification of ordinary expenses as special to 
manage earnings upward to meet forecasts exactly. 
One plausible reason for this occurrence is that 
firms might also be managing earnings downward 
to meet forecasts exactly. In this case, the low in- 
cidence might reflect the presence of firms classi- 
fying special expenses as ordinary to manage 
earnings downward in order to meet forecasts ex- 
actly. However, the plausibility of this argument 
depends on the conjecture that firms managing 
earnings upward to meet forecasts misclassify spe- 
cial revenues as ordinary, while firms managing 
earnings downward to meet forecasts misclassify 
special expenses as ordinary. We are not aware of 
theoretical support for this conjecture. 

In summary, we find some evidence consistent 
with the achievement of positive earnings levels, 
changes and surprises being facilitated by misclas- 
sification of XI or SI. However, the picture is com- 
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plex, e.g. we do observe evidence that exact zero 
earnings surprises are associated with relatively 
frequent occurrence of negative XI and infrequent 
occurrence of positive XI. This is consistent with 
misclassification of positive and negative XI as a 
means of managing earnings upward to meet fore- 
casts exactly. 


6. Conclusion 

We study a large sample of UK firm-years and 
document that earnings are distributed discontinu- 
ously around basic targets while non-discretionary 
earnings are not. We report that discretionary ac- 
cruals have the effect of increasing the frequency 
of achievement of positive earnings levels, 
changes and surprises. In particular, discretionary 
accruals have the effect of increasing the incidence 
of small positive earnings levels, changes and sur- 
prises, and decreasing the incidence of small neg- 
ative earnings levels. We therefore conclude that 
discretionary accruals are a significant cause of the 
discontinuity observed in the distribution of earn- 
ings relative to basic targets. In addition, we report 
evidence consistent with the use of discretionary 
accruals to reduce the magnitude of large negative 
and positive earnings changes and surprises. 

This evidence confirms that discretionary accru- 
als are used in managing earnings to achieve tar- 
gets, and validates the use of such accruals as a 
proxy for earnings management. However, the ev- 
idence we report indicates that it is not reasonable 
to assume that firms invariably seek to increase 
earnings when using discretionary accruals, an as- 
sumption implicit in some of the previous litera- 
ture. We show that the directional use of 
discretionary accruals as an earnings management 
mechanism varies with the relationship between 
unmanaged earnings and basic earnings targets. 
The specific manner in which firms use discre- 
tionary accruals must be considered when using 
them to proxy for earnings management. 

We further report that exact zero earnings sur- 
prises are associated with relatively high variance 
in discretionary accruals. This suggests extensive 
earnings management to meet forecasts exactly. In 
addition, we find that exact achievement of fore- 
casts is associated with relatively low average ex- 
traordinary items, high incidence of negative 
extraordinary items and low incidence of positive 
extraordinary items. This is consistent with mis- 
classification of extraordinary items as a method 
of managing earnings upward to meet forecasts ex- 
actly. In addition, we observe some evidence in the 
pre-FRS 3 period of misclassification of extraordi- 
nary items to facilitate achievement of positive 
earnings levels or changes. We therefore conclude 
that since FRS 3 discretionary working capital ac- 
cruals are prime among methods used by firms to 
achieve basic earnings targets. 
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Figure 2 
Use of extraordinary items pre-FRS 3 
Panel A — Earnings levels portfolios 
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Figure 2 
Use of extraordinary items pre-FRS 3 
Panel B — Earnings changes portfolios 
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Figure 2 
Use of extraordinary items pre-FRS 3 
Panel С — Earnings surprises portfolios 


Panel C1 Average extraordinary items 
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Figure 3 
Use of special items post-FRS 3 
Panel A ~ Earnings levels portfolios 
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Figure 3 | 
Use of special items post-FRS 3 
Panel B — Earnings changes portfolios 


Panel B1 Average special items 
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Figure 3 
Use of special items post-FRS 3 
Panel С ~ Earnings surprises portfolios 


Panel C1 Average special items 
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Determinants of financial covenants and 
pricing of debt in private debt contracts: 


the UK evidence 


Lance Moir and Sudi Sudarsanam* 


Abstract—This paper presents details of financial covenants given by a sample drawn from the largest 200 non- 
financial quoted firms in the UK in private debt contracts and analyses these data to see whether there are rela- 
tionships between the nature of the covenants given and firm characteristics. Data were obtained from 72 firms, of 
which 17 gave no financial covenants. Firm size was found to be the only significant factor influencing whether 
firms did or did not give covenants as well as the only factor which influenced the margin given on debt. Some 
types of covenants given were found to be different from those found in previous research. In particular, there is 
greater use of EBITDA as a base for both interest cover and gearing covenants. This shows the importance of cash 
flow based lending as opposed to asset based lending for general financing for large firms. 
Key words: Debt contracts, debt pricing, financial covenants, costly contracting. 


1. Introduction 

Long-term committed loan agreements typically 
contain financial covenants. A financial covenant 
is an undertaking given by a borrower to its lender 
to maintain a minimum or maximum level of a fi- 
nancial measure such as gearing or net worth or in- 
terest cover. Borrowers may undertake to provide 
covenants from a variety of motives, e.g. to in- 
crease the availability of lending, to reduce the risk 
to the lender and thereby reduce the cost of bor- 
rowing. Lenders similarly may require covenants 
to reduce the risk of default, to facilitate monitor- 
ing and to lend at lower interest rates. The agreed 
covenants may reflect the borrower characteristics 
that, from the lender’s point of view, have a bear- 
ing on the latter’s risk exposure. 

The giving as well as the receiving of financial 
covenants entails both costs and benefits to the 
borrowers and the lenders. The costs to the bor- 
rowers include the direct costs of writing the fi- 
nancial covenant contracts and the compliance 
costs such as maintaining the accounting informa- 
tion system. They also include indirect costs that 
result from the suboptimal investment and financ- 
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ing decisions the borrower is constrained to make 
by the financial covenants. For example, under the 
constraints of financial covenants a firm may fol- 
low an overly conservative investment policy 
thereby foregoing potentially value-enhancing in- 
vestment opportunities. The benefits to the bor- 
rowers may include increased access to finance 
and lower borrowing costs. 

The costs to the lender include the costs of writ- 
ing financial covenant contracts, monitoring the 
borrower’s compliance and enforcing the financial 
covenants in the event of default. The benefits con- 
sist of a lending opportunity, reduced risk expo- 
sure, better debt management through ongoing 
monitoring or providing an early warning signal 
that reduces the cost of default. 

Financial covenants are written in the case of 
both public debt, e.g. bonds, and private bank debt, 
In the case of the former, the presence of a wide di- 
versity of lenders and investors may lead to a cer- 
tain degree of covenant standardisation 
(Iskandar-Datta and Emery, 1994). On the other 
hand, in private debt the range and type of 
covenants are negotiated directly between the 
lender and the borrower. Such private agreements 
may see a wide range of borrower company-spe- 
cific covenants due to lower costs of renegotiation 
than in the case of public debt. They also provide 
the opportunity to tailor or customise covenants to 
suit the individual borrower’s financial and other 
characteristics better (Dichev and Skinner, 2002). 
In contrast to several studies that have examined 
financial covenants in public debt, there are very 
few studies that have investigated the determinants 
of financial covenants in, and their impact on the 
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pricing of, private debt. Given the greater diversi- 
ty of covenants in private debt agreements for the 
above reasons, a study of financial covenants in 
private debt may provide more insights into their 
determinants than one based on public debt. 

Much of the research into financial covenants 
has been based on US data on public debt (Smith 
and Warner, 1979) or on private debt contracts that 
are required to be filed, but based upon public 
precedents (Leftwich, 1983; Dichev and Skinner, 
2002). Unlike in the US where researchers have 
relied on public filings of private loan agreements 
(Leftwich, 1983; Press and Weintrop, 1990), ac- 
cess to such data is difficult in the UK since com- 
panies are not obliged to disclose this information 
publicly. UK companies regard details of 
covenants as highly sensitive matters that should 
be kept confidential. Within the UK, Citron 
(1992a) has studied bank lending covenants. Не 
has also examined financial covenants in public 
debt contracts (Citron, 1992b) and finds that many 
public debt contracts do not include financial 
covenants (Citron, 1995; Malitz, 1986). However, 
our knowledge of private debt covenants, their de- 
terminants and their impact on debt pricing is very 
limited. While Day and Taylor (1996b) report an 
interview-based study of corporate treasurers con- 
cerning the motivations and the consequences of 
financial covenants in private debt contracts, 
analysis of the determinants of private debt finan- 
cial covenants and the pricing of that debt, based 
on objective and publicly available data, is still 
lacking. | 

In this study, we provide evidence of financia 
covenants associated with private debt for a sam- 
ple of the largest UK corporate borrowers generat- 
ed from a survey of the largest 200 non-financial 
UK firms in 1999. We examine whether the inci- 
dence, type and frequency of financial covenants 
in these private debt contracts are determined by 
borrower characteristics. We also examine whether 
borrower characteristics influence the cost of pri- 
vate debt that the sample borrower is contracted to 
pay. 

For a sample of 55 covenanters and 17 non- 
covenanters, we find that covenanters are more 
healthy companies with a lower bankruptcy risk 
but they exhibit a higher level of systematic stock 
return risk. Neither difference is, however, signifi- 
cant. Larger firms are significantly less likely to 
offer financial covenants. There is little difference 
between covenanters and non-covenanters in 
terms of their profitability and cash flow in the 
year prior to the signing of the financial covenants. 
Covenanters, however, pay out a significantly 
smaller proportion of their earnings as dividends, 
perhaps reflecting the greater liquidity constraints 
on these firms. In a multivariate logistic model, 
however, firm size is the only determinant of the 
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decision to offer covenants with larger firms being 
able to avoid doing so. Borrower size also has a 
significant impact by lowering the price of debt. 
No other variable is able to explain the pricing. 

This reliance on a single characteristic to the 
neglect of other indicators that have traditionally 
and empirically been associated with default risk, 
debt service capacity and risk premium raises in- 
triguing issues about the models used by lenders to 
assess default risk and price their lending. We 
speculate on the reasons for lenders not to fine- 
tune the covenant requirements and margin on 
lending to borrower characteristics. 

Our paper also sheds light on the way types of fi- 
nancial covenants given in private debt have 
changed in response to changes in accounting dis- 
closure rules in the UK and the increasing interest 
in cash flow-based covenants. Our study 


* fills a significant gap in our knowledge of finan- 
cial covenants in private debt; 


empirically examines the characteristics of 
covenanters and non-covenanters in private debt 
contracts in the UK; 


* provides insights into the borrower characteris- 
tics that determine the incidence, type and range 
of financial covenants given private debt con- 
tracts; and 


* provides evidence on whether borrower charac- 
teristics influence the pricing of private debt 
contracts. 


The paper is organised as follows. In Section 2 
we review the literature and deduce some testable 
implications of the costly contracting and agency 
models for financial covenants, especially in pri- 
vate debt contracts. Section 3 describes how sur- 
vey data for our analysis were generated. We also 
set out the methodology employed in the study. In 
Section 4 we present and discuss the empirical re- 
sults and their implications for both theory and 
practice concerning debt contracts and financial 
covenants. The final section provides a summary 
and conclusions. 


2. Review of the literature 


2.1. The purpose of financial covenants — costly 
contracting hypothesis 

Smith and Warner (1979) argue that the principal 
purpose of loan covenants is to manage the con- 
flict between lenders and borrowers arising from 
the information asymmetry between them. 
Financial covenants enable lenders to control the 
risk that they accept for a pre-determined return. 
They may serve to limit a borrower's flexibility in 
future decision-making (Smith and Warner, 1979; 
Berlin and Mester, 1992 cited in Mather, 19995). 
To the extent that they restrict the borrower from 
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making profitable investments, they may have а 
detrimental effect on firm value (Myers, 1977). 
Thus, entering into financial covenants may im- 
pose significant opportunity costs on borrowers. 

Under the costly centracting hypothesis both the 
borrower and the lender enter into an optimal set 
of financial covenants that maximise their return- 
to-risk tradeoff. Since financial covenant contract- 
ing is costly, the benefits from entering into such 
contracts should, in equilibrium, at least equal the 
costs. Smith and Warner (1979) argue that since 
covenants are a persistent phenomenon, these pro- 
visions should be deemed efficient from the stand- 
point of the firm’s owners. The costly contracting 
model implies that the type and range of financial 
covenants that a borrower has to provide to the 
lender are a matter of negotiation between the two. 

The negotiation will be subject to a number of 
parameters that define the riskiness of the loan, 
need for a costly contract, and cost of formulating 
and enforcing the contract. These in turn are likely 
to depend on the borrower characteristics that will 
influence the lender’s perception of the credit risk. 
Moreover, the lenders may calibrate the terms of 
lending including the type and range of financial 
covenants to suit the borrower’s perceived risk.! If 
under the costly contracting hypothesis, financial 
covenants are a risk management tool for the 
lenders and an efficient mechanism for the bor- 
rower to minimise its borrowing costs, we can 
expect to find an association between the determi- 
nants of financial covenants and the pricing of 
debt. 


2.2. The purpose of financial covenants — the 
agency perspective 

A different, but related, perspective on financial 
covenants derives from the agency model of the 
firm. Managers are the lender’s agents in the dis- 
position of the borrowed funds (Jensen and 
Meckling, 1976). Thus lending entails agency 
monitoring. If the agency costs are too high, the 
managers run the risk of either not being able to 
borrow at all or borrowing at a high cost. To avoid 
or mitigate that risk, managers undertake to pro- 
vide financial covenants that may reduce the 
agency monitoring cost to the lender. The costs 
borne by the borrower are thus in the nature of 
bonding costs. Again, borrower managers will op- 
timise the use of financial covenants by trading off 





! Myers (1977) observes that the optimal situation would re- 
quire no covenants and ‘voluntary forbearance would be the 
simplest and best solution...[b]ut a reputation for honesty is 
acquired mainly by performance'. Mather (1999b) finds that 
the tightness of covenants is indeed linked to management 
reputation for debt servicing. Therefore, some well-estab- 
lished firms would not need to bear the costs of (tight) 
covenants and that banks would lend without covenants for 
the same return. 
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their benefits to costs. 

Under the agency model, the type and range of 
financial covenants demanded by the lender and 
proffered by the borrower depend on the scope for 
agency conflict between the two. This in turn de- 
pends on the borrower characteristics such as its 
free cash flow, its prior debt service record or 
whether the debt is secured. Lenders use financial 
covenants as instruments to manage and reduce the 
agency conflict. To the extent financial covenants 
mitigate agency costs to the lenders, the costs to 
the borrowers may fall. 


2.3. Review of prior empirical evidence on 
financial covenants 


The borrower’s perspective 

In order for financial covenants to serve a bor- 
rower's economic purpose, the conceding of finan- 
cial covenants should be reflected in lower loan 
pricing. The tighter the covenants the lower still 
should be the loan pricing. In particular Smith and 
Warner (1979) suggest there should be an optimal 
set of covenants in terms of number, type of 
covenant and tightness of such covenants that 
would maximise firm value. Several studies pro- 
vide empirical evidence on tightness of covenants 
and loan pricing from both borrower's and 
lender's perspectives (see below). 

Malitz (1986) similarly examines the role of 
bond covenants in agency conflicts and argues that 
'for large firms, where information is readily 
available and reputation is both established and re- 
viewed often, the cost of explicit covenants ex- 
ceeds any possible benefits.’ Citron (1992b) finds 
evidence that larger public companies are able to 
avoid covenants and attributes this to ‘large com- 
panies having less need to use covenants to pre- 
vent lenders price-protecting themselves’. 


The lender 5 perspective 

Covenants represent a means of controlling ex- 
pected losses to the lender from the borrower's de- 
fault. Bradley (2001), in commenting on the 
proposed changes to bank capital adequacy rules 
under Basel II, suggests ‘there will be much more 
focus on credit quality overall and borrowers 
should be prepared for lenders to push harder for 
covenants that protect credit quality.’ 

Day and Taylor (1996a) observe a wider range of 
purposes that lenders seek to serve through 
covenants. Covenants in loans provide lenders 
with one or more of the following: an early warn- 
ing signal or a renegotiation lever; control or com- 
fort; the ability to restrict management discretion 
in financing and investment decisions; and a 
means to call the loan. 

Day and Taylor observe a clear bias towards the 
first purpose. In particular the bankers cited in 
their study were clear that covenants ‘crystallise 
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terms of the agreement at the outset’ and also that 
‘covenants...ensure that the lender’s position is no 
worse than the worst-case scenario.’ The purpose 
of covenants is not only to manage the agency con- 
flict, but also to limit the level of risk that the lend- 
ing banker is willing to accept. Thus, although the 
costs of monitoring the covenants may be high, the 
presumed economic benefit is lower loss to lenders 
and hence lower cost to the borrower (see Dichev 
and Skinner, 2002 for similar arguments). 

There is also evidence that lenders seek 
covenants as part of an overall credit — pricing 
equation. Iskandar-Datta and Emery (1994), in 
their study of indenture provisions in public bond 
contracts, find that restrictiveness of covenants 
significantly affects the rating of a new debt issue 
and thus, via bond pricing, the interest rate. 
McDaniel (1986) reports an instance of a rating 
agency being involved in determining the inclu- 
sion of covenants which could point to some cus- 
tomisation of covenants. Metzgen (2000) notes 
while discussing current market terms that, 
*whereas some investors had simply relied on a 
corporate's unsecured credit rating or even its rep- 
utation, they are now demanding increased credit 
protection through covenants.' This argument also 
points to the inter-relationship among reputation, 
tightness of covenants and pricing. 


Are covenants customised to serve borrower and 
lender purposes? 

While both the costly contracting hypothesis and 
the agency model indicate that financial covenants 
are likely to be customised to the idiosyncratic 
characteristics of each borrower, whether they are 
indeed customised in actual loan agreements needs 
to be empirically established. According to Day 
and Taylor (1997), many UK treasurers do not be- 
lieve that the financial covenants negotiated are ef- 
fective from the lenders’ point of view: '[T]oo 
often the covenants used by lenders were not suf- 
ficiently relevant to the fundamentals of the corpo- 
rate borrowers' businesses. This may be a 
perception on the part of the borrowers or it may 
be that, in the lenders’ judgment, the incremental 
costs of customising covenants do not offer eco- 
nomic benefits that match or exceed those costs. 
Day and Taylor conclude that lenders’ behaviour is 
driven by market norms and individual bank prac- 
tice and so there will be a lag behind innovative 
practice in setting financial covenants. 





2 Companies borrow either (i) from financial institutions in 
the money markets (‘loans’) either from banks individually or 
via groups of banks in club loans or by syndication or (ii) from 
a wide range of institutional investors in the capital markets 
(‘bonds’) (Cates, 1999). Short debt maturity also provides 
renegotiation options to alleviate the information asymmetry 
between lenders and borrowers and so public debt and bank 
lending provides different mechanisms for alleviating moral 
hazard from borrowers (Diamond, 1991a, 1991b) 
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In practice, the actual covenants are part of a 
process of negotiation, presumably based on mar- 
ket power and the skill of the negotiators (Day and 
Taylor, 1995). In focusing on the largest compa- 
nies in our survey, we may presume that these 
companies employ the most skilled negotiators in 
this area. Thus we may assume that the observed 
pattern of covenants in our sample reflects the best 
set of covenants that could be achieved for the bor- 
rowers involved. 


Existence and variety of financial covenants in 
private loan contracts 

Previous research into financial covenants in pri- 
vate loan agreements has been limited. Researchers 
have little information access to the types of 
covenants in loan agreements that do not have to 
be disclosed publicly. Much of the literature on fi- 
nancial covenants has been based on public bond 
covenants in the United States (e.g. Smith and 
Warner, 1979). In the UK bond market, Citron 
(1995) finds that 30% of the 108 public bond 
agreements he examined contained accounting- 
based covenants, the majority of which relate to 
gearing. Among a few studies that have examined 
private loan agreements are Mohrman (1996) in 
the US, Citron (1992a) and Day and Taylor 
(1996a) in the UK and Mather (1999b) and 
Ramsay and Sidhu (1998) in Australia. 

Our study focuses on private debt agreements in 
bank loans. Bank lending, as opposed to bonds, is 
reported to account for 89% of European lending 
as opposed to US practice where bonds represent 
80% of corporate borrowing (Treasury Today, 
2000). Therefore, in contrast to the predominantly 
bond-focused studies in the US, it is appropriate in 
the UK context to focus on bank covenants rather 
than bonds. 

An important characteristic of the bond market 
is the provision of debt by many lenders without 
the ability easily to renegotiate loan terms. 
However, the private banking market affords an 
opportunity for ongoing dialogue with borrowers 
and the opportunity to revise terms in accordance 
with changing scenarios.? It is therefore logical 
that there should be debt contracts with specifical- 
ly tailored covenants and renegotiation options 
(Mather, 1999b). Several studies establish that pri- 
vate loan covenants are more varied than those in 
bond agreements (Gopalkrishnan and Prakash, 
1995; Mather, 1999a; Mohrman, 1996). 

Do these varied loan covenants represent appro- 
priate restrictions on borrower’s investment and fi- 
nancing decisions or are they merely costless 
concessions, because they are so loose, that bor- 
rowers offer in order to enhance the comfort level 
to lending banks? In the latter case, the costly con- 
tracting hypothesis would not provide a complete 
rationale for the levels at which loan covenants are 
set or it might be that market participants (bankers 
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and corporate financial managers) do not consider 
the setting of loan covenants in terms of strict eco- 
nomic trade-off as suggested by Day and Taylor 
(1996a). Equally, covenants might provide bene- 
fits of flexibility to borrowers in that they can re- 
tain the original terms if their credit deteriorates, 
provided the borrower does not breach the 
covenants. Therefore, our research has also gath- 
ered some views from companies on how effective 
they perceive the covenants to be in restricting 
their decisions. This is particularly appropriate 
when dealing with the largest companies about 
which information is widely available and also 
which are also more likely to have sophisticated fi- 
nancial managers able to negotiate effectively. 

As Day and Taylor (1998) observe, in practice a 
certain type of debt contract may be treated as the 
norm without detailed consideration of whether 
the particular set of covenants has an economic 
basis. For example, much of the US-based litera- 
ture talks of covenants that restrict dividend pay- 
ments (Smith and Warner, 1979), yet UK and 
Australian literature do not find this restriction. Do 
private lenders choose standardised or 'boiler- 
plate’ covenants (Leftwich, 1983, Citron, 19925) 
as occurs in the bond markets (Kahan and 
Klausner, 1997) or are they able to tailor covenants 
to each situation? Some of the previous studies 
have failed to address this question by concentrat- 
ing upon standard documents such as the 
American Bar Foundation Commentaries on 
Indentures (Smith and Warner, 1979). 

There have been three significant studies of pri- 
vate loan agreements in the UK. Citron (1992b), in 
his survey of 33 lending bankers, studies ‘typical’ 
(standardised lawyer's) loan agreements, focusing 
on the covenants that bankers would like to use 
rather than the covenants actually used by individ- 
ual borrowers. Citron (1992a) in a separate study 
examines 25 actual loan contracts and 13 contract 
templates but focuses on accounting definitions 
rather than the relationship between covenants and 
individual borrower characteristics. Furthermore, 
we learn very little about the borrowers in these 
actual loan agreements 3 

The widest ranging study of financial covenants 
in private loan agreements to date is by Day and 
Taylor (1996b) who interviewed 44 UK corporate 
treasurers. They report that the three most com- 
mon covenants relate to balance-sheet gearing, in- 
terest cover and minimum tangible net worth. 
Balance-sheet gearing was the most common (39 
responses). The occurrence of these forms of 
covenant confirms Citron's (1992a) earlier re- 
search into bank documents. Mather (19992), from 





3 Presumably because the loan agreement documents were 
obtained from lenders rather than borrowers and that the 
lenders would have been obliged to maintain confidentiality. 
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interviews with bankers in Australia, establishes 
that the minimum interest cover and maximum 
debt or gearing ratio are the most frequently used 
covenants. Day and Taylor (19965) also provide 
limited evidence of large companies being able to 
avoid financial covenants in private loan agree- 
ments completely. In their survey of 44 companies 
only two companies (both in the largest 20 by mar- 
ket capitalisation) did not give covenants. 

None of these papers looks in detail at the tight- 
ness of the covenants or the nature of the 
covenants by type of borrower. Indeed, Day and 
Taylor (1997) state that ‘relatively little is known 
about the variation in...the value of financial 
covenants with factors such as the borrower's in- 
dustry, size... Citron (1992b) also suggests that 
his research could be ‘extended by examining 
whether the ratios used...vary with the industry 
sector of the borrower.’ 

There is conflicting evidence on the existence of 
covenants relating to cash flow, despite their at- 
traction to lenders whose concern is the availabili- 
ty of cash to repay loans. Day and Taylor (1996b) 
note their virtual absence, whereas Mather (1999a) 
identifies some awareness of cash flow covenants 
in his research of bankers in Australia. Dichev and 
Skinner (2002) also identify a range of cash flow 
covenants, including debt to cash flow as the most 
common in the specialist area of management buy- 
outs and buy-ins. However, Citron et al. (1997) 
find that covenants involving cash flows and divi- 
dend restrictions are almost universal. 

This review of empirical studies suggests that, in 
private loan agreements, lenders still tend to use 
common covenants that are not significantly cus- 
tomised to the borrower profile in terms of indus- 
try, size, or cash flow. In this paper we provide 
evidence on whether this conclusion is still rele- 
vant to more recent private loan agreements in the 
UK than those analysed by Citron and Day and 
Taylor. 


2.4. Hypotheses tested 
From our theoretical and empirical literature re- 
view, we derive the following null hypotheses: 


НЕ Firm specific characteristics of the borrowers 
are irrelevant to the decision of borrowers to 
offer financial covenants; 


H2: The type of financial covenants given has no 
influence upon the pricing of private debt; 


and 


H3: Pricing of private debt is independent of bor- 


rower characteristics. 


Under the agency model, the alternative hypoth- 
esis to H1 is that firms with characteristics that re- 
duce the agency conflict between managers and 
lenders will not offer financial covenants. Under 
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the costly contracting model, the alternative hy- 
pothesis to H2 is that more frequent use of 
covenants or more stringent covenants will lead to 
lower cost of debt. The alternative to H3 is that 
firm characteristics that reduce the chances of de- 
fault and loan loss to the lender will reduce the 
cost of debt. In the next section we describe the 
data and methodology to test these hypotheses. 


3. Data and methodology 


3.1. Survey of companies and data on financial 
covenants 

To identify the covenants in current use in loan 
agreements we carried out a survey of large corpo- 
rate borrowers in the UK during 1999. The focus 
of this survey is on borrowers rather than lenders. 
Accordingly, we sent out letters, seeking details of 
the financial covenants in loan agreements, to the 
finance director or senior member of the Treasury 
department of the largest 200 non-financial UK 
companies, defined by market capitalisation at the 
end of April 1999. An initial mailing was sent to 
members of the Association of Corporate 
Treasurers, which accounted for 70% of the 200 
companies — data were obtained from some 50% 
of this group. In all other instances, a letter with 





- 



























identical terms to the one sent to the first group 
was sent to the finance director of the company 
concerned — however, the response rate here was 
only a little over 30%, and within this response 
rate nearly half refused to provide the required in- 
formation. The higher response rate from the first 
group may be attributed-to three factors: 


* The direct interest of corporate treasurers in the 
results of the research; 


* Many respondents knew, or knew of, one of the 
researchers and were more prepared to respond; 
and 


* The familiar reluctance of finance directors to 
respond to ‘cold’ research requests. 


It may be that responding corporate treasurers 
are more likely to be involved in negotiating loan 
covenants and so the responses will be well in- 
formed. However, there is no ground for any pre- 
sumption of bias in our sample arising from the 
responses from treasurers as opposed to the other 
respondents, given that we are looking for in- 
formed respondents. In the few cases in which the 
response has come from the finance director, six 
were from firms with no debt and in the responses 
from borrowers almost always came from another 
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Table 2 


Borrower characteristics as explanatory variable — definitions 


Variables Definitions 
Size 

Sales 
Profitability 
EBIT/TA 
EBITDA/TA 
Risk 

Beta 

Z score 


Annual turnover 


Liquidity 

Dividend payout (DPR) 

Free cash flow (FCF) 
total assets 


Gearing 


Earnings before tax and interest divided by total assets 
Earnings before tax, interest, depreciation, and amortisation divided by total assets 


The sensitivity of the borrower share price to market wide share price movements 
Weighted average of financial ratios that measures potential bankruptcy risk 


Equity dividend divided by net income 
EBITDA minus capital expenditure and working capital movements divided by 


Total liabilities/total assets Total liabilities including current liabilities/total assets 








member of the finance department. 

Financial companies were excluded due to their 
different capital structures compared with industri- 
al companies and, therefore, potentially different 
ranges and types of covenants ^ Copies of the ac- 
tual pages of the loan agreements were requested, 
including definitions, interest margin on the loans 
and the terms of the agreement. Many respondents 
did not provide the pages of the loan agreement, 
but did summarise the information requested in the 
form of a letter or by providing copies of the inter- 
nal documents used to monitor compliance with 
loan agreements. Given the broad understanding 
of the terms involved and the sophistication of the 
respondents, information provided in letters has 
been considered on the same basis as actual agree- 
ments. Ín two instances, information was obtained 
verbally from the head of the responding Treasury 
department and noted by one of the authors. 

Replies were received from 106 companies 
(53%), of which 24 indicated that they did not 
wish to participate, some because they had entered 
into confidentiality undertakings, others because 
they did not respond to surveys on policy or re- 
source grounds. This left 82 usable responses 
(41%). Of these, 10 companies stated that they had 
no debt, leaving an effective sample of 72 borrow- 
ing companies. 

Table 1 indicates the number of financial 
covenants given by the respondents who borrowed 
and the type of covenants given. A large minority 





4 Financial companies may be subject to prudential regula- 
tion. This may reduce the default risk to lenders and they may 
rely less on financial covenants or on a narrower range of fi- 
nancial covenants. Financial covenants may also be less tight 
than in the case of non-financial borrowers. 


of borrowing firms, 17 (24%), gave no covenants. 
More than half, 38 (53%) gave one or two 
covenants. The number of firms giving four or 
more covenants is very small, only 5 (796 of the 
sample). The sample indicates that large UK bor- 
rowers make parsimonious use of covenants. 


3.2. Borrower characteristics 

The explanatory variables are firm specific char- 
acteristics reflecting the need for, and scope, of 
lender monitoring of the borrowers through the in- 
strument of covenants: 


* borrower size as a measure of both the borrower 
resources to service debt and its bargaining 
power to negotiate, whether to sign financial 
covenants and what types of financial covenants 
to sign; 


* prior profitability of the borrower, a measure of 
the borrower's ability to service debt; 


* its liquidity, a measure of solvency of the bor- 
rower; 


* its prior debt commitments, a measure of the risk 
to lender; 


* its risk profile, a measure of risk to lender; 
* the industry to which the borrower belongs. 


Table 2 provides definitions of the accounting 
and stock market based proxies for firm character- 
istics. Financial data on each borrower's character- 
istics such as turnover, total debt and market 
capitalisation were also collected from the com- 
puterised databases, Company Analysis, FAME 
and Thomson Research and London Business 
School's Risk Measurement Service (RMS). 
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Beta is the systematic risk of the firm’s equity 
shares and is taken from the London Business 
School Risk Measurement Service (RMS) as at 1 
April 1999. The balance sheet and income state- 
ment variables are calculated from the last ac- 
counting period ending with the most recent 
annual report prior to the survey in April 1999. We 
regard dividend payout as a liquidity measure 
since a low payout allows the borrowing firms to 
retain more of their operating cash flows to finance 
their operations and investments. 

The Z score is a measure of potential bankrupt- 
cy risk. Altman (1968) popularised the Z score as 
a measure of a firm’s bankruptcy likelihood. In the 
UK, a popular Z score model used by banks and 
industrial firms is developed by Taffler (1983, 
1984). Firms with a negative Z score are classified 
as potential failures, as their financial profiles re- 
semble those of previously bankrupt firms. The 
model, developed using linear discriminant analy- 
sis techniques, takes the following form: 


Z= Cot CX, +C, X 04 X, c, X, 


where X,...X, denote the financial ratios, and c}... 
с. the coefficients that are proprietary. There are 
two versions. The first is used to analyse listed 
manufacturing and construction companies and 
has component ratios (with the Mosteller-Wallace 
percentage contribution measure in brackets): 
profit before tax/current liabilities (53%), current 
assets/total liabilities (1396), current liabilities/ 
total assets (18%) and no-credit interval (1696)? 
The second variant is used to rate listed retail en- 
terprises and has ratios: cash flow/total liabilities 
(34%), debt/quick assets (1096), current liabili- 
ties/total assets (4496) and no-credit interval 
(1296). In this paper, we employ the Z scores de- 
veloped by Taffler to define distress. The sample 
size is reduced from 72 to 66 by the non-availabil- 
ity of data on some of these variables such as 
BETA and Z score. 

We also analyse the industry affiliation of a bor- 
rower as a relevant explanatory variable since in- 
dustry related risk may influence private debt 
providers to demand financial covenants or the 
type of financial covenants they prefer. Moreover, 
industry practice may also have a similar impact 
(Citron, 1992b and Day and Taylor, 1997). 





5 No credit interval is the ratio of excess of quick assets over 
current liabilities to the projected daily operating expenditure 
(see Taffler, 1983 for elaboration of this definition). 

6 Taffler (1995) tracks the performance of this model from 
its development. Overall, it has had better than 98% success 
rate in classifying subsequently bankrupt companies as poten- 
tially insolvent (2<0) based on their last accounts prior to fail- 
ure, and exhibits true ex ante predictive ability in statistical 
terms. We thank Professor Taffler and Dr Vineet Agarawal for 
supplying us with the z scores for our sample. 
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3.3. Methodology 

The survey responses received were analysed by 
type of covenant in use (e.g. debt/ net worth), the 
level of the covenant was noted and the combina- 
tions were analysed. We examine the sample dis- 
tribution of the covenants in terms of types of 
covenants and the levels of covenants for which 
we have numerical data. We carry out, first, a uni- 
variate analysis of the differences in borrower 
characteristics between covenanters i.e. borrower 
firms that give covenants and non-covenanters i.e. 
borrowers that do not give covenants. 

Second, we perform a multivariate logistic re- 
gression with the giving or not giving of financial 
covenants as the dichotomous dependent variable 
and the borrower characteristics as the discrimi- 
nating variables. This model allows us to estimate 
the probability of a borrower giving any covenant 
conditional upon its characteristic. This model al- 
lows us to test hypothesis H1 above. 

Third, we test for differences in the pricing of 
debt among borrowers offering different types of 
covenants. Price is the interest rate payable to the 
lender and is measured by the margin over the 
London Inter Bank Offered Rate or LIBOR. This 
allows testing of hypothesis H2 above. Finally, we 
run a multiple regression to test our hypothesis H3 
with this margin for the subsample of companies 
in the survey for which we have the margin data on 
financial covenants as dependent variable. The ex- 
planatory variables are bidder characteristics as 
well as the type of financial covenants given. 


4. Results 


4.1. Types of financial covenants 

To explore whether covenants have changed 
since prior research, in particular, the use of 
covenants relating to cash flow and to revised ac- 
counting treatment of goodwill we examine the 
types of covenants in use by dividing the observed 
covenants into Traditional and New covenants. 
Table 1 analyses the particular financial covenants 
given and demonstrates the continuing prevalence 
of covenants relating to gearing, interest cover and 
minimum tangible net worth. 

There are covenants relating to cash flow, but 
they do not refer to the cash flow statement under 
Financial Reporting Standard (FRS) 1 of the UK 
Accounting Standards Board (ASB, 1996). Three 
new covenants are identified: 

(i) a covenant limiting the debt to a multiple of 
earnings before interest, tax, depreciation and 
amortisation (‘EBITDA’) is applied in 13 compa- 
nies. The limits set fall in a range of 2.5 to 4.5 times 
EBITDA. This covenant may be regarded as a 
proxy for cash flow to provide capacity for debt re- 
payment before fresh capital expenditure and is not 
based on asset cover measures derived from bal- 
ance sheet values. One example of the definition of 


Vol. 37 №. 2. 2007 


earnings specifically excludes extraordinary and 
exceptional items (‘as defined in FRS 3’) and adds 
back amortisation of goodwill or other intangible 
assets ‘whether pursuant to Urgent Issues Task 
Force’ (UITF) Report 3 or FRS 10 or otherwise’. 
Thus the attempt is to arrive at normalised cash 
flow before working capital movements, payment 
of taxation or net capital expenditure. 

While this does not take account of free cash 
flow from an economic point of view (Leftwich, 
1983) it does represent a considerable change in 
practice. This financial covenant would appear to 
be current as one treasurer who was negotiating 
new debt during 1999 cited this covenant as one 
that many lenders were seeking. He resisted this 
covenant due to definition problems, especially 
those relating to calculating relevant earnings for 
businesses acquired mid-year which were funded 
by debt. All of the instances of this covenant with- 
in the sample were included in debt contracts 
signed between 1997 and 1999. Another treasurer 
using this form of debt limit said: “We have 
stopped using gearing as a covenant, viewing it as 
an unhelpful, meaningless measure.’ 

Interestingly, Debt/EBITDA, forming the basis 
of this new covenant, was identified by Beaver 
(1966) as the single best predictor of corporate 
bankruptcy. Thus, the covenant seems to be sup- 
ported by empirical evidence of its efficacy? 

(ii) A variant on interest cover, but measuring the 
ratio of interest cost to earnings before interest and 
depreciation and amortisation is conceded by 
seven companies — again, this is a measure ex- 
cluding non-cash items charged in the profit and 
loss account. Five of the seven instances of this 
covenant are set at a minimum multiple of three 
times EBITDA to interest cost.? This shows an ap- 
proach based more on cash flow than on account- 
ing profit. 

(iii) There was a single instance of a covenant 
limiting the level of debt to a proportion of market 
capitalisation. This covenant is set at 5096 of, in ef- 
fect, 7596 of the market capitalisation of the com- 
pany.! The treasurer of this borrower explained 
that the assets of this business were largely intan- 
Bible with considerable goodwill write-off. 
Therefore a traditional gearing covenant was inap- 
propriate. The treasurer also expected to replace 
this covenant with a traditional covenant now that 
‘accounting changes make goodwill written-off 
more visible and easier to add back’. This borrow- 
er also conceded a traditional interest cover 
covenant. 

(iv) One company alone had given a covenant 
relating explicitly to a minimum cash position. A 
former finance director of this company explained 
that this company had approached financial dis- 
tress and therefore this instance, together with the 
specific characteristics of the company’s business, 
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was designed for the specific situation. Cash, in 
this instance, was defined by reference to the actu- 
al cash balance at any given time. This company 
also provided the largest number of covenants, six, 
which the former finance director again explained 
as a desire to obtain financing by providing 'what- 
ever reasonable covenants the banks wanted’. 

It seems that UK loan agreements are still pre- 
dominantly based on traditional, accrual-based ac- 
counting covenants although there is some 
recognition of cash flow measures. There is some 
indication that borrower’s specific financial posi- 
tion influences the type and number of covenants. 


4.2. The level at which covenants are set 

Given the frequency of the gearing covenant 
(defined as debt to shareholders funds) and the in- 
terest covenant, we are able to examine the levels 
at which they are set. Chart 1 sets out the levels at 
which interest cover covenants are set, typically in 
the range of two to three times: 

Chart 2 sets out the levels at which gearing 
covenants are set, frequently in excess of 100% 

Certainly, for UK quoted borrowers, the gearing 
covenant replicates a limitation on the level of bor- 
rowings typically included in the Articles of 
Association (one company in the sample actually 
took the precise definitions used in its Articles, but 
agreed the bank covenant at a lower level). 


4.3 Non-covenanters 

To explore the question of whether large compa- 
nies are able to avoid giving financial covenants 
altogether, we examine the number and nature of 
companies that do not give financial covenants. Of 
the companies with debt, 17 gave no covenants. 
The size rank distribution of the covenanters and 
non-covenanters, among the 200 largest UK com- 
panies that we sample from is as follows: 


Size rank Covenanters Non-covenanters 
(%) (%) 

1-50 12 (22) 10 (59) 
51-100 20 (36) 5 (29) 
101—150 13 Q4) 2 (21) 
150—200 10 (18) 0(0) 

Total 55 17 


7 The Urgent Issues Task Force of the UK Accounting 
Standards Board issues consensus accounting treatments to be 
adopted where unsatisfactory or conflicting interpretations of 
standards or the UK companies act have developed. 
Compliance with UITF abstracts is necessary in accounts that 
claim to give a true and fair view. 

8 This definition of Debt/EBITDA included all debt but only 
part of the post-acquisition earnings. 

? We thank one of the anonymous referees for drawing our 
attention to this empirical evidence. 

Ю The others were at 3.5 and 4.5 times 

И The 75% was explained by the treasurer of this company 
as a way of allowing for share price volatility. 
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Chart 1 | 
Е. frequency of levels of interest cover covenants (PBIT/ interest cost) 
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Chart 2 
The frequency of levels of gearing covenant (debt/ shareholders funds) 
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| Table 3 


Descriptive statistics for explanatory variables 


Non-Cov Cov 
Mean Mean 

Beta 0.91 0.93 
Z score 1.23 1.35 
DPR 0.73 0.38 
GEARING 0.29 0.32 
LNSALES 15.46 14.20 
EBIT/TA 0.13 0.13 
EBITDA/TA 0.18 0.17 
FCF/TA 0.10 0.09 








Difference Non-Cov Cov Difference 
T-statistics Median Median Z-Statistics 
—0.39 0.90 0.94 0.68 
-0.10 0.76 1.07 0.17 
1.44 0.42 0.33 1.76* 
-0.03 0.32 0.30 0.02 
3 Лджж* 15.36 1423 3,56*** 
-0.07 0.10 0.11 0.10 
0.63 0.15 0.15 0.29 
0.33 0.06 0.09 0.23 


For variable definitions see Table 2. SALES is natural log transformed to minimize impact of outliers. 
Accounting data are from the most recent accounting year ending prior to April 1999, the survey date. Beta is 
taken from the London Business School Risk Measurement Service as at the most recent date prior to April 
1999. T is statistic for test of difference in means and Z is statistic for test of difference in medians. ***, ** 
and * represent significance at 1%, 5% and 10% levels respectively. Non-Cov = Non-covenanters; Cov = 


| Covenanters, The sample size varies between 72 and 66 for different variables because of data шырын кш А 





Clearly, there is а size bias in this distribution 
with big firms tending to avoid covenants, a result 
confirmed in later analysis presented below. 
Whereas covenanters are distributed fairly evenly 
across the size bands, non-covenanters are clus- 
tered in the top bands. Companies giving no 
covenants were asked why they gave no 
covenants. Three companies that did not give fi- 
nancial covenants did not respond to this question. 
In other cases, multiple reasons were given. The 
dominant reason for not giving covenants was 
cited as ‘policy not to give covenants’, although 
four companies gave as the reason that they only 
used institutional (i.e. bond) markets, where 
covenants are less prevalent. 


44. Industry characteristics of covenanters and 
non-covenanters 

As noted in Section 2, industry affiliation of the 
borrower may influence the pattern of financial 
covenants. Both covenanters and non-covenanters 
in our sample are drawn from a wide range of in- 
dustries identified by the two-digit industry classi- 
fication of the London Stock Exchange. More than 
22 industries are represented in our sample. To ex- 
amine the industry influence on financial 
covenants we aggregate these industries into five 
larger categories that are likely to have broadly 
similar characteristics, such as liquidity, risk and 
profitability: We then test whether this larger in- 


dustry affiliation differentiates between covenan- . 


ters and non-covenanters. The industry groups 
(and the number of respondents falling into each 





? The non-significance of industry affiliation is also borne 
out when it is included in our multivariate logistic regression 
models. We therefore exclude them from the models reported 
in Section 4.5 below. 





by covenanter and non-covenanter) are as follows: 
manufacturing (12, 5); high technology (14,8); 
wholesale and retail (4,3); utility (13, 1); and serv- 
ice (12, 0). А chi-square statistical test of differ- 
ence in these distributions across industries shows 
that there is no significant difference between 
them. Nevertheless, the extent of covenanters and 
non-covenanters points to differences worthy of 
further examination. Notably, the typically high 
level of debt in utilities still attracts covenants. 

We need to be cautious in interpreting the results 
because of the small sample sizes of the two 
groups. The test statistic for the difference in the 
distribution of our two subgroups of firms is not 
significant. Thus, industry seems not to influence 
the decision of the borrowers to sign or not sign 
covenants.'? 


4.5. Descriptive statistics on explanatory variables 

Table 3 presents the descriptive statistics for the 
firm-specific characteristics of both covenanters 
and non-covenanters. The group mean and median 
are shown in the table. The table also provides the 
test statistics for the difference in means and me- 
dians of each of these variables between the two 
groups of borrowers. These univariate tests show 
that there is little difference between covenanters 
and non-covenanters in most of these firm charac- 
teristics. These two groups do not differ in terms of 
their systematic risk. Covenanter firms are also 
much more financially healthy than non-covenan- 
ters. The covenanters’ mean (median) Z score is 
1.35 (1.07) whereas non-covenanters have a much 
lower Z score, 1.23 (0.76). The differences are, 
however, not significant. 

The strongest differentiator between covenanters 
and non-covenanters is firm size. In Table 3 this 
is measured by total sales log-transformed to 
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minimise the effect of outliers. Firms agreeing to 
sign financial covenants are smaller firms. 


4.6. Multivariate analysis of the determinants of 
financial covenants 

Table 4 presents the results of the multivariate 
logistic regression. The dependent variable is di- 
chotomised and coded as 1 for covenanters and 0 
for non-covenanters. Not all the variables from 
Table 3 are included in the analysis reported in 
Table 4 to avoid multicollinearity. Where the pair- 
wise correlation is high (>0.30) only one of the 
collinear variables is included at a time.” 

Firm size is the only, and strongly significant, 
variable in the model and it maintains its signifi- 
cant impact even when industry variables are 
dropped. Large firms are significantly less likely 
to sign up to covenants than relatively small firms. 
This result confirms the conclusion based on the 
univariate analysis reported above. The ability of 





13 Given that size is the only significant variable in our lo- 
gistic model, we also re-estimate the model with only size. 
Our conclusions and estimate of the impact of size on the 
probability of giving covenants are unchanged (see below) 
and therefore robust to the presence or absence of other vari- 
ables in the logistic model. 

14 In Models 1 to 3 in Table 4 some other variables (e.g. 
DPR, EBITDA/TA and BETA) have large coefficients that 
suggest that their economic impact may be large. However, 
the small sample size may have caused that impact to be sta- 
tistically insignificant. 


Table 4 
Logistic regressions of the covenant decision 

Model 1 Model 2 Model 3 
Sample Size: 66 Coeff. Sig. Coeff. Sig. Coeff. Sig. 
BETA 1.25 0.24 1.12 0.27 1.23 0.24 
Z SCORE —0.03 0.33 0.03 0.33 —0.03 0.34 
DPR -0.17 028 —0.23 0.22 -0.18 027 
GEARING -1.11 0.27 —0.59 0.36 ~1.05 0.26 
LNSALES -126*** 0.00 —1.27*** 0.00 ~1.26*** 0.00 
EBIT/TA 0.35 0.47 
EBITDA/TA -3.54 0.20 
FCF/TA —0.10 0.49 
Constant 18.99 0.00 19.90 0.00 19.03 0.00 
Correct Classification% 83.30% 83.30% 83.30% 
Chi-square 16.39** 0.01 17.08*** 001 16.39** 0.01 
Nagelkerke R? 0.323 0.335 0.323 
The decision to give or not give covenants is codified as a dichotomous variable with covenantor = 1; non- 








covenantor = 0. Explanatory variables are as in Table 2. Sample size is reduced for want of data on Z score. 
ЖЖЖ ** and * represent significance at 1%, 5% and 10% levels respectively. Significance level is based on a 
one-tail test for explanatory variables while two-tail test for constant. 





= 


the larger firms to avoid giving financial covenants 
may be a reflection of their lower risk, greater liq- 
uidity or higher reputation. Larger firms may also 
be able to use their bargaining power to force pri- 
vate debt providers not to make lending conditions 
too onerous. This size impact prevails even when 
we control for other firm characteristics that may, 
a priori, influence the decision to demand or pro- 
vide financial covenants. In unreported analysis of 
the size ranking of the sample firms, we find that 
out of the 55 covenanters, 43 are between 51 and 
200 whereas only seven of the 17 non-covenanters 
fall into those ranks. 

The impact of accounting profitability and free 
cash flow measures is insignificant. Similarly, the 
firm’s risk profile, whether measured by financial 
leverage or by stock market-based systematic risk, 
has little influence over the decision to provide 
covenants. Overall the conclusion is size matters 
and little else does.!^ 

How big is the impact of size? The logistic 
model provides an estimate of this. When the bor- 
rower’s sales revenue, our proxy for size, doubles 
from the sample median SALES (LNSALES) of 
£1 .95bn (14.48) to £3.90bn (15.18), the probabili- 
ty of the borrower giving financial covenants de- 
creases by 20.2%. If the size trebles to £5.85bn 
(15.58), the probability is further diminished by 
32.1%. On the other hand, if the firm size halves 
from the median level the probability increases by 
20%. These probability changes are consistent 
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Table 5 
Multiple regression of margin on explanatory variables 














Variable Coeff. t-statistic Sig. No. of Obs. Adj. R? 
Model 1 : 37 -0.04 
(Constant) 1.178 1.72 0.09 

BETA 0.156 0.74 0.23 

Z score -0.001 —0.18 0.43 

DPR -0.003 -0.05 0.48 

GEARING -0.182 -0.85 0.20 

LNSALES —0.067* —1.40 0.09 

EBIT/TA 0.476 0.78 022 

Model 2 37 -0.06 
(Constant) 1.246 1.73 0.09 

ВЕТА 0.137 0.63 0.27 

7, зсоге -0.001 -0.16 0.44 

DPR -0.002 0.04 0.49 

GEARING -0.151 —0.78 0.22 

LNSALES —0.070* —1.43 0.08 

EBITDA/TA 0.256 0.44 0.33 

Model 3 37 -0.06 
(Constant) 1.365 1.96 0.06 

BETA 0.148 0.66 0.26 

Z score —0.003 —0.39 0.35 

DPR -0.002 —0.03 0.49 

GEARING -0.121 -0.75 0.23 

LNSALES ~0.077* —1.63 0.06 

ЕСЕ/ТА 0.110 0.58 0.28 

Model 4 40 0.04 

(Constant) 1.203 2.35 0.02 

LNSALES -0.059* -1.62 0.06 


For definitions of explanatory variables see Table 2. Margin is in percentage. ‘t’ is Student t test statistic. ***, 
** and * represent significance at 1%, 5% and 10% levels respectively. White's (1980) heteroscedasticity ad- 
justed t-statistics are reported. Sig. = Significance level is based on a one-tail test for explanatory variables 
while two-tail test for constant. In all models the variance inflation factor (VIF) is less than two for any vari- 
able, well below the acceptable level of 10 for multicollinearity (Gujarati, 2003). 





across the three models in Table 4 and when 
LNSALES is the only explanatory variable. 

The foregoing results show that our hypothesis 
H1, i.e. firm specific characteristics of the borrow- 
ers are irrelevant to the decision of borrowers 
to offer financial covenants, is not supported. We 
find that borrower size is a significant determinant 
of this decision. 


4.7. Do financial covenants influence 
debt-pricing? 

We have only limited data on the margins over 
LIBOR made available by the survey firms. 
Among the 55 covenanters in our sample, 40 firms 
reported margin data. The mean (median) margin 
is 37.5 basis points (35.0 basis points). Among the 
covenanters, 37 give traditional covenants, five 
give new covenants and 13 give covenants of both 





types. Among those for which we have margin 
data, we find that the differences among these 
three groups of covenanters in margins over 
LIBOR are not statistically significant. However, 
the small size of the new covenant group and the 
overlap between groups caused by firms giving 
both old and new types of covenants may have 
considerably weakened our tests. Nevertheless, 
in our sample, covenant type has no influence on 
the pricing of debt. Therefore, our hypothesis H2, 
ie. the type of financial covenants given has no 
influence upon the pricing of private debt, is not 
refuted. 

In Table 5 we present the results of the multiple 
regression of the margin on borrowing on a num- 
ber of other variables that are expected to influ- 
ence the pricing of debt. These are the same 
variables as those we used in modelling the 
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covenant-giving decision since they are expected 
to influence both that decision and the related issue 
of pricing debt. The sample size for this regres- 
sion is reduced to 37 for want of data on some of 
the explanatory variables e.g. BETA and Z score. 

Once again, the only variable that has a signifi- 
cant impact is borrower firm size. We then re-ran 
the regression with LNSALES as the only ex- 
planatory variable (see Model 4 in Table 5). This 
model shows that the variable is significant at the 
6% level. Larger firms are able to reduce the mar- 
gin they pay significantly. With this model, we 
estimate that, when the borrower size, i.e. sales, 
doubles from the sample median of £1.95bn to 
£3.90bn, the margin on borrowing falls from about 
35.5 basis points to 31.2 points." Overall, our 
analysis, perhaps owing to the small sample size, 
sheds only limited light on how borrowers and 
lenders reach a pricing agreement. 


4.8. Robustness tests 

In the analysis so far, data on our explanatory 
variables are for only one year from the financial 
statements immediately preceding the time of sur- 
vey i.e. April 1999, Since one year's data may not 
reflect the stable characteristics of the borrowing 
firms, we also re-run our models in Tables 4 and 5 
with the accounting data averaged over the three 
accounting years preceding April 1999, The sam- 
ple size is reduced by data non-availability for 
some firms over all three years to 56 for the logis- 
tic model and to 32 for the margin model. As re- 
gards the logistic model, we still find that 
borrower size is the only significant variable (sig- 
nificant at 1%) and larger firms are less likely to 
give covenants. For the margin model, we find that 


15 As with the Table 4 models, we consider the pairwise cor- 
relations among explanatory variables in Table 5 OLS models 
and exclude highly collinear variables. In our test for 
collinearity, the variance inflation factor (VIF) statistics show 
that none of the remaining variables poses a collinearity prob- 
lem with a maximum VIF of only 1.57. On this test, see 
Gujarati (2003:362-363). 

16 We apply a one-tail test since our expectation of the di- 
rection of impact of the explanatory variables is a priori clear. 
Moreover, a one-tail test has also more power to reject the null 
hypothesis of no impact when it is not true. 

17 As with the covenant models in Table 4, we find that 
some variables like BETA, GEARING and EBITDA/TA have 
large coefficients that suggest their economic impact may be 
large though the small sample size may have caused their sta- 
tistical insignificance. 

18 Beatty et al (2002) investigate the determinants of margin 
(called spread in their paper) in terms of loan specific charac- 
teristics rather than borrower specific characteristics except for 
borrower size. They report mean borrower size (natural log of 
sales in $) of 5.64 compared to about 15 (in £) in our study (see 
Table 3 above). Thus our sample consists of much larger firms. 

1? Sample Pearson correlations show that LNSALES has a 
significant correlation only with DPR (0.18) and GEARING 
(-0.25). Pearson correlations are of a similar magnitude. 
These correlations are not large, albeit significant. With all the 
other variables the correlations are insignificant. 
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the size coefficient is negative but insignificant. 
However, when we run the margin model with 
only LNSALES as an explanatory variable, the re- 
gression coefficient is 0.063 and significant at the 
6% level, similar to Model 4 in Table 5. The sam- 
ple size remains unchanged at 40. This increases 
our confidence that sampling variation or the 
length of time over which the explanatory vari- 
ables are estimated does not affect the basic result 
that borrower size has a significant, though weak, 
negative impact on loan margins but a much 
stronger negative impact on the covenant giving 
decision. 

From these various analyses, we conclude that 
borrower size is the most important and, on our ev- 
idence, the only variable that significantly influ- 
ences both whether the borrower gives covenants 
and at what price. None of the other firm charac- 
teristics has any influence on either aspect of the 
covenant problem. Our hypothesis, H3, i.e. pricing 
of private debt is independent of borrower charac- 
teristics, is not supported. Borrower size does have 
a significant impact on pricing. The margin-reduc- 
ing impact of borrower size is consistent with the 
finding of Beatty et al. (2002).!5 


4.9. Overview of empirical results and future 
potential research 

Our empirical results suggest that the decision to 
give covenants is not determined by the idiosyn- 
cratic characteristics of the borrower apart from its 
size. There is little variation in these covenants 
across different borrower industries. Overall our 
results point to covenants not being sufficiently 
customised to match borrower characteristics. It 
appears that banks use covenants as a way of mon- 
itoring relatively small borrowers. UK banks seem 
to rely on size as a proxy for the financial strength 
and reputation of borrowers to reduce their agency 
problem with the latter. The large borrower size 
then substitutes for covenants as a monitoring tool 
for lenders. These results are consistent with the 
agency model of financial covenants. 

There is also little variation in debt pricing irre- 
spective of the type of covenant given. Only bor- 
rower size has a weak and negative influence on 
debt pricing. Thus we find only limited evidence 
for the implication of the costly contracting hy- 
pothesis that debt pricing reflects the special char- 
acteristics of the borrowers. 

The sole reliance of lenders on the borrower size 
to determine both the obligation to offer financial 
covenants and the amount of the borrowing margin 
raises some intriguing issues. Lenders seem to be 
ignoring the information content of variables tradi- 
tionally and empirical associated with firm risk, 
debt service capacity and financial distress. These 
are inadequately proxied by firm size alone.? 
While financial distress risk is known to fall with 
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firm size, in negotiating the covenant decision and 
the margin for borrowing, the lenders and borrow- 
ers seem to use a blunt instrument rather than fine- 
tune their decision to the more elaborate, but 
nevertheless relevant, borrower characteristics. 
This calls into question the purpose and efficacy of 
various covenants from the borrower’s point of 
view. 

The reasons for lenders not to fine tune the 
covenant requirements and margin on lending to 
borrower characteristics must remain speculative 
at this stage. It is possible that lenders do not em- 
ploy elaborate models of risk assessment which in- 

‚ corporate the variables upon which the covenants 
are based e.g. EBITDA/ total assets. The cost of 
modelling may be high enough not to warrant such 
sophisticated models. Alternatively, there may be 
other information that lenders use as effective 
proxies for the explanatory variables in our mod- 
els. In other words, our models may suffer from a 
missing variable problem. It is also possible that 
the cost of tailoring specific covenants to borrow- 
er characteristics is too costly for the lenders to un- 
dertake. Basing the covenant and pricing decisions 
on a single variable certainly has the virtue of sim- 
plicity and may therefore be cost effective. It is 
also possible that our small sample from one par- 
ticular time period provides only a cross-sectional 
snapshot of the covenant and pricing decisions and 
does not capture the full complexity of the deci- 
sion and negotiation processes. From the borrow- 
er’s perspective, it is not clear why some large 
firms are able to avoid covenants and yet others 
concede them. It may be that the borrowers who 
do concede the covenants do not regard them as 
costly contracts in that they might not provide 
meaningful constraints and equally that bankers 
find it easier to lend with covenants as a form of 
lending that is regarded as legitimate within the 
bank. 

To confirm these speculations, two forms of re- 
search would be valuable: first, a systematic, qual- 
itative survey of lenders and borrowers to establish 
the attitudes to tightness of covenants and towards 
the determinants of margins and how they are ne- 
gotiated and, secondly, a longitudinal study com- 
paring levels of bank borrowing, tightness of 
covenants and levels of economic activity. The lat- 
ter is likely to provide an insight into how 
covenants and pricing decisions evolve over time, 
taking into account the lenders’ and borrowers’ 
prior learning experience from their past interac- 
tion and from relationship banking. 


5. Summary and conclusions 

In this paper, we examine financial covenants in 
private loan agreements within the frameworks of 
the agency model and costly contracting model. 
We focus on private loan agreements rather than 
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public debt agreements since the costs of specify- 
ing financial covenants to match the borrower pro- 
file may be less in private contracts. Since loan 
agreements are individually negotiated between 
private lenders and corporate borrowers they may 
allow for customising the financial covenants 
rather than the use of ‘boiler-plate’ financial 
covenants, more common among public debt 
agreements. 

We test the proposition that the decision of bor- 
rowers to provide covenants will be determined by 
their firm-related characteristics such as size, rep- 
utation, risk, or liquidity. Using survey data from 
borrowers among the largest UK corporations we 
model this decision. We find that the only variable 
that significantly influences the decision is the bor- 
rower size. Although we find that covenanters are 
more healthy companies with a lower bankruptcy 
risk and that they exhibit a higher level of system- 
atic stock return risk, neither difference is signifi- 
cant. This suggests that private lenders are still not 
fine-tuning financial covenants to suit their client 
profiles. It appears that financial covenants have a 
limited and broad purpose rather than one geared 
to close and specific monitoring of borrowers. 

We also test whether borrower characteristics in- 
fluence the pricing of private debt. We find that 
none of the borrower characteristics has any im- 
pact on the cost of borrowing to corporate borrow- 
ers except borrower size. We observe that financial 
covenants are still predominantly accrual account- 
ing-based although there is some small trend to- 
wards using cash flow-based measures. Thus in 
spite of advances in cash flow based reporting, ac- 
crual accounting still holds sway. Our results are 
much more consistent with the agency model of fi- 
nancial covenants as a monitoring tool than with 
the costly contracting hypothesis that lenders cus- 
tomise financial covenants to match different bor- 
rower characteristics in order to influence the 
pricing of their lending. 

Many of the borrower characteristics that, a pri- 
ori, are expected to influence the giving of 
covenants and the pricing of private bank debt are 
found to have little influence. Our data sample was 
drawn from a single year and covered only 72 debt 
contracts. Future research of a longitudinal nature 
with larger samples may explain whether our re- 
sults are due to a limited sample size and timing. 
Such research may also include other borrower 
and lender characteristics not examined in this 
study. Our research has been restricted to non-fi- 
nancial firms because of the special characteristics 
of financial firms’ accounting numbers and capital 
structures. Future research may focus on the latter 
firms to examine the types and range of financial 
covenants they offer to their lenders and how their 
debt is priced. Further, our results are specific to 
the large UK firms and future research can extend 
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the sampling to medium and small firms to see 
whether factors other than size are also relevant. 

Use and tightness of financial covenants may 
also depend on the strength of the banking rela- 
tionship, the stage in the economic cycle (Hall, 
2002) and loan-specific characteristics (Beatty et 
al., 2002). These likely determinants may be ex- 
amined in future research. 
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Book Reviews 


The Development of the American Public 
Accountancy Profession: Scottish Chartered 
Accountants and the Development of the Early 
American Public Accountancy Profession. T. A. 
Lee. Routledge, 2005. xiv and 176pp. £70. 


The Scots have contributed disproportionately to 
the creation of today’s world. Even if Arthur 
Herman’s 2004 book How the Scots Invented the 
Modern World is something of an overclaim, it 
contains more than a grain of truth. In particular, 
migrant Scots have made an outstanding contribu- 
tion to the development of the US. A few examples 
spring immediately to mind. John Witherspoon, 
Paisley divine, went оп to become a signatory to 
the US constitution and an early president of 
Princeton University. Andrew Carnegie’s steel em- 
pire and his philanthropic work are so well known 
as to need no further comment. And so on... . 


A little-understood aspect of the Scottish diaspo- ` 


ra is the contribution of Scottish accountants to US 
business life, a subject addressed in Tom Lee's 
new book. It consists of an analysis of the biogra- 
phies of 177 Scottish accountants who left 
Scotland for the US between 1875 and 1914, high- 
lighting the disproportionate influence they went 
on to exert on US public accountancy. 

As readers might expect from Tom Lee, the book 
is a model of clarity both in structure and expres- 
sion. It represents many years of the kind of 
painstaking work that could only be a labour of 
love. Anyone who has attempted to construct a 
family tree will know how long it takes to research 
the information. Lee has done this, and more, for 
177 accountants, on a bilateral basis, with some 
help in the early stages of the project from his 
Edinburgh and Alabama students, which is duly 
acknowledged. 

Chapter 1 briefly documents the career of Eric 
Mackay Noble, the first of the 177 migrants. At the 
age of 28, in 1875, he left Greenock for New York, 
a CA who had qualified as a member of the 
Society of Accountants in Edinburgh. Typically, he 
had a middle-class background, going on to carve 
out a career as a resident accountant undertaking 
court work. 

In Chapter 2, Lee points out that the migratory 
accountants were typical ‘mobile Scots’, prepared 
to go anywhere in the country or in the world to 
better themselves. He informs us that some 


167 


800,000 Scots left for the US in the century to 
1914, with 600,000 heading for Canada at the 
same time ~ colossal figures for a small nation. 

Some leading schools appear almost to have 
had an ethos of preparing pupils for careers be- 
yond Scotland, and in Chapter 3, we learn that 
Edinburgh Academy saw 55% of its well-heeled 
students leaving their country between 1875 and 
1914, including nine of the CAs in the study. 

Chapter 4 consists of informative potted eco- 
nomic histories of the main cities from which the 
emigrants left, Aberdeen, Edinburgh and Glasgow, 
as well as of the main cities to which they went, 
Chicago, Minneapolis and New York. 

The development of the indigenous US profes- 
sion comes next, in Chapter 5, and here Lee traces 
the succession of local professional bodies which 
went on to form the American Institute of Certified 
Public Accountants. He notes that none of the 
Scots accountants studied was involved in obtain- 
ing the first CPA legislation, passed in New York 
in 1896, but that within a decade or so, Scottish ac- 
counting immigrants were involved in ‘most of the 
major boards and societies created at this time’. 

The opening of permanent offices in the US by 
British accountancy practices was a significant de- 
velopment relative to the study. Jones, Caesar and 
Company, an agency of Price Waterhouse, had an 
English and a Scottish partner, the latter being 
William Caesar (an Edinburgh CA), one of the im- 
migrants examined. This firm gradually built up a 
portfolio of indigenous US audits, including rail- 
way companies, JP Morgan and Rothschild’s, al- 
though initially set up to audit US operations of 
UK-owned companies. 

Arthur Young was one of a small minority of the 
migrating accountants who was unqualified in ac- 
countancy on leaving Scotland. He set up his prac- 
tice in Chicago from 1894, laying the foundations 
of a firm which became a predecessor to one of the 
four largest multinational accountancy practices in 
the world today. Young returned to Scotland in the 
early 1900s to recruit staff, whose biographies are 
provided in the book. 

Of great significance also was the firm of 
Marwick, Mitchell and Company, formed in 1897 
by James Marwick, a Glasgow CA, and Simpson 
Rodger Mitchell, unqualified in accountancy at the 
time of emigration. This firm, too, in due course 
metamorphosed into one of today’s ‘Big Four’ 
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multinational accounting practices. The firm ad- 
vertised for accounting staff in the “Thursday edi- 
tion of the Glasgow Herald newspaper’ , and those 
who responded have been given biographies in the 
book, as have the founders of their firms. 

In Chapter 6, preceding the biographies, Lee 
analyses his data. Of the 177 who arrived in the 
US, 33 left again. About one-third of immigrants 
were of working-class origin, two-thirds middle 
class and above. Most had limited post-qualifying 
experience, a function of their age. Some two- 
thirds ended up working for six large and extreme- 
ly important public accountancy firms with strong 
Scots or UK connections, the majority of the re- 
mainder being employed by small local firms, with 
the balance in industry. 

This study is a splendid example of what a 
prosopographic (i.e. biographically-based) histori- 
cal study can achieve. As one reads the individual 
biographies, though, one is also struck by the 
pathos of many of the lives described. Some died 
tragically young or were cut off in the Great War. 
Arthur Young himself disclosed that a number of 
the immigrant accountants had alcohol problems, 
hence their departure from Scotland. He, himself, 
had to overcome deafness. As we discover the di- 
verse social and occupational backgrounds of 
those studied, we learn more about old Scotland 
and new America, but are also reminded of the 
seeming randomness of life. 

The success of this fine study owes much to its 
author’s personal and emotional attachments. As 
well as having conducted his career as an academ- 
ic accountant in both countries, among his many 
distinctions he values the award in 1963 of the 
Albert J Watson Prize: endowed in 1961 by a 
Glasgow CA (1908) who, the book informs us, had 
a colourful and highly distinguished public ac- 
countancy career in the US. 


University of Paisley Sam McKinstry 
Ethics and the Individual Professional 
Accountant: A Literature Review. Ken McPhail. 
Institute of Chartered Accountants of Scotland, 
2006. ix + 117pp. £15. ISBN 1 904574 10 6 


The medium of a research monograph is an excel- 
lent opportunity for exploring professional ethics; 
it provides the scope to recognise more of the full- 
ness of the range of complexities that come with 
messy reality than conventional journal papers 
allow, yet it benefits from critical peer review. A 
monograph can be relatively succinct but avoid 
over-simplification, coupling both discipline-spe- 
cific and cross-disciplinary insights. Ken McPhail 
has used well his opportunity to offer depth and 
breadth, including topics such as the: 


* ethical predisposition of accountants, in particu- 
lar the nature of the ethical individual; 


ACCOUNTING AND BUSINESS RESEARCH 


* structure of ethical issues that individuals face; 

* characteristics of professions and professional- 
ism; 

* changes in the perceptions and experience of 
professionalism in diverse activities and from 
different countries; and 

* means to start engaging with changing concep- 
tualisations and expectations. 


Even so, this monograph does not have to at- 
tempt a comprehensive coverage. It is one of a se- 
ries following the seminal "Taking Ethics to Heart 
(Helliar and Bebbington, 2004) that was prepared 
for the 150th Anniversary of the Institute of 
Chartered Accountants of Scotland (ICAS), delib- 
erately to synthesise high-quality research with 
pragmatic guidance for future decades. Such posi- 
tioning and pedigree enables McPhail to draw to- 
gether selected strands to emphasise the 
seriousness of his core argument, that accountants 
must recognise a major crisis of credibility. Post- 
Enron, with the dramatic demise of Andersen, the 
profession's members have to ask of themselves 
and colleagues, not merely how to cope with an 
embarrassingly large number of proverbial *bad 
apples’ (assumed in a barrel of otherwise whole- 
some fruit) but more basic questions. 

Reflecting on the combination of problems re- 
vealed, the reader is left pondering fundamentals 
such as: “what is the authority of the accountancy 
profession?” . Accountancy has traditionally been 
essential to the functioning of the capital market 
system. Its legitimacy comes from providing con- 
fidence and assurances to the socio-political and 
economic order that is widely prevalent and dom- 
inant. But multiple malfunctions (such as led the 
market to destroy Andersen) cause lingering ques- 
tions, as: “how can, or should, society still place 
credence on any accountant’s work?” 

For McPhail, the increasing loss of confidence 
should trouble not only accountants but also repre- 
sents a post-modern scepticism within society for 
the role of all professions and business. The result- 
ant challenge for accountancy practitioners wish- 
ing to continue to apply their skills for reward in 
local or multinational firms goes beyond just tight- 
ening existing procedures. Rather, they need to ex- 
plore shifting expectations of a doubting public 
and to probe what are, and should be, their own 
underlying civic responsibilities. 

However, this depiction and analysis may itself 
embody a prevalent problem. Despite the mono- 
graph's eloquence, it may appear remote, or at best 
too disconcerting, for many a busy accountant. 
She/he is not opposed to ethics; she/he has trained 
for several years then worked hard to remain up- 
to-date; she/he will try hard to operate with com- 
petence and diligence; and with objectivity and 
integrity. But clients’ or bosses’ opinions cannot be 
ignored. All has to be consistent with the recurring 
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need to generate fee-income or earn a salary. 
Without the privilege of academic tenure and guar- 
anteed (if lower) salaries, the summit of ethical as- 
pirations may be to balance daily the varied 
conflicts of interests encountered (of several other 
parties and not just of self) without too many 
hostages to fortune (or litigation). This requires a 
combination of technical expertise, empathy and 
probity not independent-thought alone. It repre- 
sents the apparent pragmatic necessity of getting 
on with a job within a flawed, but still working, 
system. The temptation to consign the 
Enron/Andersen debacle to a ‘one-off’ (caused by 
excessive greed and rule-based thinking by distant 
individuals) is not necessarily wilful complacency. 
Simply, searching for a vision of a different utopia 
may appear a luxury for which the resources of 
time, space or energv seem unaffordable. 

Lacking overt sympathy for this situation, the 
monograph may be less persuasive to that broader 
readership. Nevertheless, it provides an important 
service in probing the comfort zone.of the ac- 
countancy profession. Questioning and visionary 
advice from a knowledgeable and perceptive ob- 
server has an essential role, deserving of respect. 

It seems greatly to ICAS’s credit that it should 
fund and facilitate these studies. Its collective will- 
ingness to do so represents a risky ‘taking-to- 
heart'. For such explorations may, as logical ends, 
prompt from readers still more difficult questions 
that professional Institutes might well recoil from 
answering: "should an institute (or academics, or 
ethical commentators, for that matter!) conscious- 
ly set out to promote higher standards of ethical 
expectation and to provide moral leadership to the 
society in which its members live? Or, is it accept- 
able only to adopt and adapt to norms of ‘best 
practice’, while being under no obligation to try to 


169 


transcend or enhance this? " 

The monograph does not specifically raise these 
linked questions, perhaps justifiably. Only practi- 
tioners, of and for themselves, can decide on their 
willingness to undertake such a role. Regulators 
and society might nudge; overtly encourage or else 
pour scorn on bids to shape a wider ethical culture. 
To attempt a leadership role might appear a hubris- 
tic arrogance for a profession with only a symbiot- 
ic (some might say parasitic!) relationship with the 
business community, society's primary economic 
generator. To succeed in leadership would require 
widespread consensus, after proper debate among 
all members who would bear the significant and 
direct personal costs of participation. 

Although the monograph can only prompt such 
thoughts, not deliver answers, its value comes in 
establishing and informing the debate in a scholar- 
ly and not-too-inaccessible way, for those who 
make the time to read it. For them, it gives an in- 
sightful literature review, with, notably, many pre- 
Scient references from the 1980s and 1990s. 
However, it can, and does, also make recommen- 
dations, primarily for education and as part of on- 
going ‘work-in-progress’ rather than as definitive 
solutions. Again, this is justifiable because to de- 
termine what are the roles and routine functions of 
accounting within society, and thence what ethical 
attributes are necessarily inspirational to account- 
ants, is a profound, enduring and changing chal- 
lenge that each generation needs regularly, perhaps 
even continuously, to keep addressing for itself. 


University of Aberdeen David Molyneaux 
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The value relevance of ‘realistic reporting’: 
evidence from UK life insurers 


Joanne Horton* 


Abstract— Even ender the International Financial Reporting Standard 4 (IFRS 4), the current accounting regime 
for UK life insurance companies is oriented towards delaying the recognition and distribution of profit, and still re- 
mains largely rooted in traditional requirements for statutory solvency reporting. This paper tests empirically the 
value relevance of the alternative ‘realistic reporting regime’ of voluntary embedded value (EV) disclosures that 
has been generally adopted by leading UK and Continental European insurers. In recent years, EVs have also been 
used internally (but not disclosed) by many US life insurers. The results found here are consistent with value rele- 
vance and some implications for standard-setters are explored. 
Key words: Embedded value, life insurance, value relevance. 


‘Although there seems to be considerable sup- 
port for the view that reliability should be the 
dominant quality in the information conveyed in 
the financial statements, even at the expense of 
relevance, while the opposite is true of informa- 
tion conveyed ouiside the financial statements, 
that view has in it the seeds of danger.....If it 
were carried to its logical conclusion...the end 
would be that most really useful information 
provided by financial statement reporting would 
be conveyed outside the financial statements, 
while the audited financial statements would in- 
creasingly convey highly reliable but largely ir- 
relevant, and thus useless, information.’ (FASB 
1980, para. 44, quoted by L. Todd Johnson in 
‘Relevance and Reliability’, the FASB Report, 
No.265, 28 February 2005.) 


1. Introduction 

Despite the implementation of the new 
International Financial Reporting Standard IFRS 4 
Insurance Contracts on insurance reporting 
(IASB, 2004), the current accounting regime for 
UK life insurance companies is still oriented to- 
wards delaying the recognition and distribution of 
profit and remains largely rooted in requirements 
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for statutory solvency reporting. A number of pres- 
sures, external as well as internal, have caused a 
major re-evaluation of this statutory approach and 
as a result life insurance accounting has been un- 
dergoing a revolution during the past two decades, 
both in the UK and internationally. One striking 
feature of these developments has been the emer- 
gence around the world (in particular in the UK 
and in ‘old-Commonwealth’ countries such as 
Australia, Canada, New Zealand and South Africa) 
of alternative reporting bases that aim to improve 
conventional life insurance reporting by introduc- 
ing ‘value-based’ approaches. Within the UK, the 
insurance firms currently publish these value- 
based approaches as supplementary information 
(with the exception of bancassurers who include 
them within their main consolidated balance sheet 
and income statements). The use of value-based 
approaches in North America has been much slow- 
er than elsewhere. They were initially adopted by 
some US insurers due to the demands from their 
foreign parent companies. Now US firms are more 
generally using such methodologies internally, al- 
though as yet they do not disclose the resulting in- 
formation. For example, a survey conducted by 
Deloitte (2005) found that over half of the chief fi- 
nancial officers questioned, from large to mid-size 
American life companies, stated that they were 
using value-based measures such as embedded 
value for their internal performance measurement. 

The objective of this paper is to ascertain 
whether these value-based approaches, known as 


. ‘realistic reporting’, are value relevant to the 


stock market value of a firm’s equity and whether 
they have incremental explanatory power over and 
above the accounting outputs of the current report- 


! By ‘value relevance’ is meant that there is an association 
between the disclosure or recognition of the accounting metric 
of interest and the level or behaviour of stock prices. This does 
not necessarily imply causation (Barth et al. 2001). 
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ing regime.! The findings here do suggest affirma- 
tive answers to these two questions. This is despite 
the views expressed by some within the industry 
sector that the numbers are not reliable relative to 
the main statutory accounts and suffer from a 
number of methodological problems. Given these 
findings the paper then considers whether the ac- 
counting standard-setters, such as the International 
Accounting Standards Board (IASB) and the US 
Financial Accounting Standards Board (FASB) 
should consider the possibility of including these 
value-based methods within the accounts pro- 
duced using main life insurance generally accept- 
ed accounting principles (GAAP) and whether 
users and preparers should lobby for such a 
change. To date, the ‘realistic reporting’ appears to 
have grown in popularity with analysts and prepar- 
ers in inverse proportion to its acceptability to ac- 
counting standard-setters. This is despite the 
IASB's and FASB's broad proposals in revising 
the Conceptual Framework, that financial state- 
ments should aim to provide information to a wide 
range of users, i.e. financial statements should not 
simply be focused on the special information 
needs of particular types of users, such as regula- 
tors, who primarily use the financial statements to 
help them assess an entity's liquidity and solvency 
(IASB, 2006). 

The contribution of the paper is therefore to pro- 
vide a rigorous test of the widely held view that 
supplementary embedded value reporting is of 
greater relevance to the assessment of the value of 
life insurance businesses than traditional statutory 
reporting. 

Given the particular features of the life insurance 
industry and their complexity, Sections 2 to 4 of 
the paper set out the background, the pressures for 
accounting change and the nature of — and reac- 
tions to — the approaches to 'realistic reporting' 
that have been developed in recent years. Sections 
5 to 8 present the empirical investigation. Section 
9 concludes. 


2. Background to life insurance 
accounting? 

Traditionally in the UK the amounts reported in 
the Companies Act accounts reflected the ‘statuto- 
ry solvency’ basis, which began with the 1870 Life 
Insurance Companies Act. Underlying this regime 


has been the existence of the long-term business . 


fund (or funds), which has long been protected by 
law for the security of policyholders by providing 
that any profits can only be released following a 
professional actuarial valuation to certify the ade- 
quacy of the fund to meet its liabilities. This 
methodology is oriented towards delaying the 
recognition and distribution of profit. This is 
achieved by applying excessively conservative es- 
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timates (i.e. over and above a normal allowance 
for risk) to the various future elements, including 
the discount rate. Thus, future premiums are un- 
derstated, claims estimates are conservative (e.g. 
by utilising conservative actuarial mortality ta- 
bles), and expense estimates may be biased up- 
wards, while any potentiel favourable impacts 
from lapses by policyholders are ignored. As а 
consequence the insurance policy is reported ini- 
tially as having a negative net present value 
(NPV), creating an initial deficiency to be covered 
out of existing reserves (known in the UK as ‘new 
business strain’). 

The effect of this is that even good-quality new 
business can, in addition to the cash flow losses, 
also generate accounting losses for the insurer and 
these can persist for the first three to six years of a 
policy? Thereafter, the accounting profits and cu- 
mulative cash flows on the contract start to be- 
come positive and apparent only in the 
medium-term, as the build-up of fees and premium 
receipts offsets and eventually exceeds the initial 
deficit. So over the life of the policy (assuming ini- 
tial realistic expectations are realised), there will 
be a flow of ‘surpluses’ as statutory estimates prove 
to be over-conservative, and this will tend to give 
a pattern of higher profits towards the end of the 
policy life. This type of accounting consequently 
results in the following paradox: any insurer that is 
a new entrant, or any established player that is par- 
ticularly successful in generating substantial new 
life business, can easily end up reporting account- 
ing results and solvency margins that appear sig- 
nificantly worse than those visible in the accounts 
of peers who have a mature, profitable book in- 
volving relatively little new business. 

The introduction of the European Union (EU) 
Insurance Accounts Directive (IAD) in 1991, and 
its subsequent implementation with effect from 1 
January 1995, led to a presentational change and 
the introduction of the ‘Modified Statutory 
Solvency Basis’ of accounting (MSSB). This fol- 
lows the conventions of ‘ordinary’ accrual ac- 
counting whereby initially the policy is regarded 
as having a value no greater than any cost expend- 


2 Fuller detail is given in Horton and Macve (1995, 1997, 
1998, 2005) and Horton et al. (2007) on which this section is 
based. 

3 Standard and Poors, Corporate Securitization, 30 
September 2004. 

^ These normally include up-front commission payments, 
costs of setting up the policy on the company's administration 
systems, performing underwriting and policy issue functions 
and carrying out medicals and inspections, although IASB is 
currently reconsidering their appropriate definition. 

5 This accounting change did nct for the most part funda- 
mentally change the principles on which the accounts were 
prepared and a special provision recognising the unique ‘fund’ 
basis of UK insurance resulted in there being no net effect on 
bottom line results, at least for traditional with-profits business 
(Horton and Macve, 1995). 
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ed to date i.e. related acquisition costs so the 
NPV on inception is treated as being zero? Under 
MSSB, the initial capitalisation of acquisition 
costs reduces the new business strain. These 'de- 
ferred acquisition costs’ (DAC) are amortised over 
the term of the contract, normally in proportion to 
premium revenue received or, in the case of unit- 
linked business, to fees earned on assets under 
management. However, MSSB still essentially re- 
quires excessive — albeit less excessive — conser- 
vatism in estimates about the future, which will 
unwind into profit releases (of both ‘normal’ prof- 
it and ‘residual income’, e.g. Ohlson, 1995) over 
the remaining policy life. So although under 
MSSB there is some mitigation of new business 
Strain through DAC, users are still unable to see 
how current management is performing (as high 
profits may be the result of actions of previous 
management teams), which earnings relate to cur- 
rent performance (new business) and which relate 
to past performance, and what the drivers of prof- 
itability are. 


3. Pressures for accounting change 

Under the IAD, UK auditors were required, for the 
first time, to report on whether insurers’ accounts 
give a true and fair view. This led to much debate 
in the UK over what further changes, if any, might 
be needed to meet this requirement, which in turn 
stimulated discussion of various forms of ‘realis- 
tic’ reporting for life insurance companies. 
Coupled with this new requirement there had also 
been other significant pressures for ‘realistic re- 
porting’, for example the restructuring of the UK 
industry through takeovers and demutualisations. 
Such takeovers were not only by other insurers 
consolidating their position, but also increasingly 
by banks as part of a wider restructuring of the fi- 
nancial service industry. Managers thus felt pres- 


6 Practices in Europe differ over what exactly can be de- 
ferred and by how long. During 2002 AEGON announced that 
2002 earnings would be 30% to 35% lower than 2001 earn- 
ings. One of the reasons for this was that the company would 
accelerate the amortisation of the deferred acquisition cost 
asset. 

ТИ the discount rate is ‘risk-free’ rather than a ‘risk-adjust- 
ed’ discount rate (“RAD”) — i.e. if all the risk factors are incor- 
porated as ‘margins’ into the cash flow estimates — there will 
also be periodic profits representing releases from risk, which, 
together with the risk-free rate of return, will give ‘normal 
profits’. 

8 The determination of the value of in-force business in- 
volves, inter alia, the following steps: a) setting assumptions 
about future experience of the business block; b) projecting 
future insurance cash flows, future assets and investment in- 
come, future liabilities and future taxes in order to determine 
future operating earnings; c) projecting future required capital 
levels consistent with the above projections; d) determining 
future annual distributable profits from these projections and 
e) calculating the present value of those distributable profits at 
an appropriate discount rate. 
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sure to be able to report their performance more re- 
alistically so as both to demonstrate the return 
from the takeovers they had made and also to pro- 
vide a defence against being taken over or, if taken 
over, against being marginalised in the new corpo- 
rate structure. There was also widespread concern 
that listed life companies were undervalued by the 
stock market and in particular that the Pearl had 
been acquired cheaply by AMP in the hostile 1989 
takeover. Salmon and Fine (1990) described vari- 
ous issues which had arisen in this hostile 
takeover, in particular the lack of published infor- 
mation about the ‘realistic’ value until it was too 
late for it to be accepted and understood by the in- 
vestment community. 


‘The traditional method of accounting adopted 
by life insurance companies in the UK is recog- 
nised to provide an incomplete measure of annu- 
al profits. A more complete measure is known as 
embedded value profit, details of which will, in 
future, be published annually by Pearl.’ (Pearl 
Defence Document, 1989) 


4. Realistic reporting 


4.1. Embedded values, accruals method, achieved 
profits and European embedded values 

One striking feature of the international develop- 
ments over the last two decades has been the emer- 
gence around the world of alternative reporting 
bases that aim to improve conventional life insur- 
ance reporting — itself largely rooted in require- 
ments for statutory solvency reporting — by 
introducing ‘value-based’ approaches. 

The Pearl takeover triggered a number of UK 
listed companies into publishing more realistic in- 
formation on a regular basis. Some companies 
began reporting more systematic disclosure both 
of their ‘embedded values’ (incorporating the 
value for shareholders expected from the future re- 
leases of surplus from the life fund) and of results 
computed on the basis of the change in embedded 
value. Embedded value only values the existing 
(in-force) book of policies, not the value of expect- 
ed profits on future business. A major component 
of the analysis of the change in EV from one year 
to the next is the value added by the new business 
written in the most recent year. Thus the embedded 
value effectively recognises the NPV > 0 (i.e. the 
present value of expected ‘residual incomes’) as a 
“Рау 1” profit on inception of the policy. As a re- 
sult in subsequent periods, if initial expectations 
are realised, the only ‘profits’ reported will be 
‘normal profits’ equal to the discount rate applied 
to the initial value (‘unwind of the discount rate")? 
The embedded value produced for supplementary 
reporting is generally calculated as a ‘value in use’ 
— and is the present value of the shareholders’ in- 
terest in the ‘in-force long-term business contracts’ 
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CIFLTB 5 and the related shareholders’ net assets 
of the in-force business, in other words the value 
to the shareholders of the in-force business if it 
continues to operate at its current level without 
material change (see O’Keeffe et al, 2005). 

Although in any one year there is no direct rela- 
tionship between MSSB accounting and embed- 
ded value accounting, because the profits on each 
basis relate to business written in differing time 
periods, the total profit shown under both bases 
will be the same over the term of each policy. The 
only difference is one of timing. EV recognises all 
of the present value of profit in the year the busi- 
ness is written, while under MSSB profits are de- 
ferred throughout the duration of each policy. In 
the initial growth phase of an insurer, one would 
expect there to be a lag effect such that EV profits 
are higher than MSSB profits. However, as an in- 
surance business matures, MSSB profits should 
catch up with the EV profits. 

The EV is thus seen as offering a number of ad- 
vantages by providing inter alia: a more realistic 
alternative to MSSB accounting; valuable insights 
into the drivers of profitability, especially since it 
is consistent with management information and 
pricing; information on how current management 
is performing i.e., it facilitates communication of 
management actions to analysts that attempt to re- 
flect their commercial reality; and information on 
the value that will emerge from business that has 
already been written. 

However, the IAD did not specifically permit 
embedded value accounting and as a result most 
UK firms provided EV in their supplementary ac- 
counts, although the level of detail and disclosure 
differed considerably from company to company. 
Banking groups were not within the scope of the 
IAD, and continued to use embedded value in their 
primary financial statements under the banking ex- 
emptions from the normal Companies Act ac- 
counting requirements (e.g. Horton and Macve, 
1995). 

'The Association of British Insurers (ABI) took 
up the mantle to develop a more realistic account- 
ing approach that would fit within the constraints 
imposed by the conventional accounting frame- 
work. In 1990 the ABI proposed an alternative 


? By premium income and assets. 

1? In the UK Aviva plc announced (on 6 January 2005) the 
adoption of EEV from 2004 for its supplementary reporting, 
which apparently was associated with a favourable share price 
reaction for the sector on 7 January 2005 (Independent 
Newspaper, 7 January 2005). On 9 March it released its pre- 
liminary results for 2004 incorporating the EEV numbers. 
Aegon, Allianz, ING, Legal & General, Old Mutual, 
Prudential and Skandia published their year-end 2004 embed- 
ded values using methodologies and assumptions consistent 
with EEV Principles. Riunione Adriatica di Sicurita S.p.A 
(RAS) become the first Italian group and the first non-CFO 
Forum company to publish its EV using EEV principles. 
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methodology of ‘realistic’ accounting — the *accru- 
als method' — that sought to apply the principles of 
the UK Accounting Standards Board (ASB)'s 
Statement of Standard Accounting Practice SSAP 
9 Accounting for Stocks and Long Term Contracts 
to the insurance industry's long-term contracts and 
which it was thought would prove more acceptable 
for accounting purposes than the more actuarially 
driven “embedded value’ approach (see Horton 
and Macve, 2005). However, this approach did not 
receive the acceptance of the UK ASB as the pri- 
mary reporting method. 

Given this lack of acceptance by the ASB, cou- 
pled with many life insurers requesting that their 
EVs be audited, the industry realised that a frame- 
work needed to be developed that would provide 
more consistency and a transparent methodology, 
in particular in relation to the assumptions used 
e.g. the risk discount rate. This led to the ABI 
(2001) guidance, entitled Supplementary Reporting 
for Long Term Insurance Business (the Achieved 
Profits Method). This guidance was optional, but 
in practice nearly all the listed UK insurance com- 
panies adopted it, using embedded value method- 
ology. It was recognised that a minimum level of 
disclosure was required and over the last few years 
consistency has increased not only with respect to 
methodology and disclosure but also because there 
now appears to be convergence of the economic 
assumptions, which include the discount rate (see 
discussion below: CFO Forum, 2004). However, 
with this increased disclosure, and hence attention, 
a number of problems with traditional EV method- 
ology have emerged, in particular issues relating to 
allowing for risk and reflecting the impact of op- 
tions and guarantees. Given that earnings are sen- 
‘sitive to the assumptions employed, there was 
concern over the inconsistencies in assumptions 
between companies and also some lack of ade- 
quate disclosure. These concerns highlighted the 
fact that the EV methodology employs only one 
discount rate and this may not be appropriate given 
that the different products sold by insurers/bancas- 
surers have different risk profiles. It was also noted 
that EV did not address the time value of options 
and guarantees explicitly. 

Consequently, in 2004 a number of leading 
European insurers, collectively known as the 
‘CFO Forum’, grouped together to jointly release 
a document entitled European Embedded Value 
Principles (EEV). The intention of the document 
was to provide a voluntary set of principles for re- 
porting supplementary EV information that would 
be adopted by the chief financial officers of 19 
major? European insurers. All CFO Forum mem- 
bers agreed to adopt EEV from no later than 
2005.10 Although the principles had been derived 
for the European insurance market, the presence of 
many European insurers in the Asia Pacific region 
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Regulatory 
Is insurer solvent? 


Based on solvency 
capital available 
with all upfront 
costs deducted 


P&L 


MSSB/GAAP 


Attempt to dampen 
impact of new sales on 
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Achieved 
Profits/EEV 
Is value being 
created? 


Add 
value of 
business 


in force Attempt to measure 


‘value’ 


Proportion of upfront 


New sales (and thus 
growth) hit P&L 


costs capitalised and 
amortised over time 


Whole of expected 
profits from new 
sales capitalised 


Source: Adopted from Bernstein Analysis, European Insurance (2004:3) 


is likely to encourage the development of such 
practices across other insurers in the region. The 
document does not radically change the traditional 
EV methodology (still a principles-based rather 
than a rules-based approach), but attempts to ad- 
dress a number of criticisms of previous EV prac- 
tice. In particular, the lack of consistency in 
methodology, assumptions and disclosure prac- 
tices, and the approach taken to value guarantees 
and options. The CFO Forum acknowledged that 
historically the selection of EV discount rates has 
left significant room for judgment, which appears 
to have led in practice to a ‘herding’ tendency, and 
it called on all companies to apply and communi- 
cate a more rigorous and active approach to link- 
ing risks with discount rates. 

In general terms, the EEV principles provide а 
common framework for incorporating an allowance 
for the risks inherent in insurance contracts in deter- 
mining the value of future cash flows from in-force 
long-term business. The principles also provide a 
common standard for disclosure of the EEV results, 
basis of preparation, and sensitivities. Companies, 
though, are allowed a degree of flexibility as to the 
types of business valued under EEV principles, and 
the determination of the precise allowance for risk 
is at the companies' discretion rather than being dic- 
tated through a set of detailed rules. EEV disclo- 
sures in turn reflect information used for internal 
management and control (e.g. Goford, 1985). 


‘The key decision facing companies in imple- 
menting EEV is how to allow for risk, through a 
combination of discount rate, the allowance for 


! The main change from traditional EV practice is that the 
costs of all financial guarantees and options must be explicit- 
ly valued and deducted from the value of in-force business. 

12 Ignoring taxation accounts, which are based on the sol- 
vency returns. 

13 The DSOP is incomplete and was not endorsed by the 
Board. 





options and guarantees and the cost of holding 
prudential reserves and required capital. The 
EEV principles compel companies to give these 
decisions active consideration and justification 
and this is to be welcomed.’ (Towers Perrin, 
Tillinghast, Update, June 2005) 


In summary, there are three!* accounting systems 
for UK insurers. At one extreme, the traditional 
statutory numbers test the insurers' regulatory sol- 
vency, crucial to their ability to stay in business and 
grow. At the other end is EEV, which measures the 
present value of the cash flows coming into the in- 
surer from in-force business, and by extension the 
value being created. In the middle are the IFRS 
MSSB numbers which capitalise some of the costs 
(see above). 


4.2. Realistic reporting and accounting standard- 
Setters 

The IASB is engaged on a joint project with 
FASB on accounting for insurance contracts, 
which was begun by its predecessor the IASC in 
1997, leading to the publication of an 'issues 
paper' in 1999 (TASC, 1999) and exposure of a 
Draft Statement of Principles (Insurance) (DSOP) 
in 2001 (IASB, 2001).? The IASB heads the proj- 
ect which was subsequently split into Phase I and 
Phase II in order that some (limited) improvements 
could be implemented in Phase I in time for the 
deadline of the adoption of international account- 
ing standards for listed companies by the European 
Union, with effect from 1 January 2005. 


"There remains no consensus on an appropriate 
longer term basis for reporting for insurance 
in companies' main financial statements. 
Consequently, for 2005 and the immediate 
future, companies' statutory basis results will 
reflect the compromise Phase I requirements of 
the International Accounting Standards Board 
AASB)? (J. Bloomer, Prudential’s CEO, 
2005:101) 
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The IASB issued IFRS 4 Insurance Contracts, 
in March 2004, which represented the completion 
of ‘Phase I’ of the project. Here the standard im- 
poses only limited requirements and by and large 
leaves existing practices — in all their variety — un- 
changed. Until Phase II is completed, insurers may 


generally continue their existing accounting poli- . 


cies for insurance contracts and are exempt from 
applying the criteria in IAS 8 Accounting Policies, 
Changes in Accounting Estimates and Errors that 
entities normally have to apply for developing an 
accounting policy where no IFRS applies specifi- 
cally to an item. IFRS 4 represents a temporary 
mechanism for accommodating current GAAP ac- 
counting for most insurance contracts. The major 
issues that have held up progress and have now 
been postponed to Phase II are those relating to life 
insurance, and in particular, inter alia, the issues 
relating to the fair value of long-term insurance 
contracts (including the timing of recognition of 
profit), the treatment of 'deferred acquisition 
costs’, and the acceptability of ‘embedded values’. 
In short, after some 10 years of deliberation, al- 
most all of the key underlying conceptual issues 
are still to be resolved. 

Of potentially greater significance are the provi- 
sions that circumscribe the use of ‘embedded val- 
ues’ in the main financial statements. Currently 
UK insurers are forbidden to do so by the ABI 
Statement of Recommended Practice (SORP) (at 
the behest of the ASB), while other entities such as 
banking groups (and Irish insurers) do have free- 
dom to include their insurance activities on this 
basis. IFRS 4 does not require an entity that is cur- 
rently using embedded value to abandon it or to 
change the methodology used: but it limits the ex- 
tent to which companies can change to using em- 
bedded values in two ways. It prohibits a change 
of accounting policy for insurance contracts that 
involves measuring contractual rights to future in- 
vestment management fees at an amount that ex- 
ceeds their fair value implied by a comparison 
with current fees charged by other market partici- 
pants for similar services. It introduces a rebut- 
table presumption that an insurer’s financial 
statements will become less relevant and reliable 
(and therefore the change cannot be made) if it in- 
troduces an accounting policy that reflects future 
investment margins in the measurement of insur- 
ance contracts. Some present embedded value 
methodologies include these features, and there- 
fore companies using them would not generally be 
able to start introducing embedded values into 
their main accounts. However, the recent EEV 
methodology addresses at least the second of.these 
features. Subject to clarification of the treatment of 
future investment management fees it will there- 
fore be possible, at least during Phase I, for com- 
panies to incorporate embedded values on this 
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basis into their main accounts. The IASB has indi-: 
cated that in Phase II it may not accept methods 
that give rise to a profit on the inception of a con- 
tract unless there is strong market-based evidence 
for this. 

In the US, there is widespread acceptance that 
the current package of GAAP for insurance busi- 
ness that has accumulated over the last 20 years 
or so is no longer adequate — especially since the 
implementation of Statement of Financial 
Accounting Standard SFAS 115 in 1993 — and that 
life insurance earnings under US GAAP are there- 
fore of low quality (e.g. Horton and Macve, 1995; 
Upton, 1996; Wilkins, 1998; c.f. O'Keeffe and 
Sharp, 1999; Abbott, 1999; FASB, 1999). The 
FASB appears to accept that the current US GAAP 
for insurance are overdue for comprehensive over- 
haul and is now therefore monitoring the IASB's 
progress on the joint project. The American 
Council of Life Insurers (ACLI), in collaboration 
with Ernst & Young, has researched the use of EVs 
by American insurance companies. They found 
that the embedded value has grown in popularity 
in the US for a number of reasons (Ernst & Young, 
2004): 


a) the desire for improved management informa- 
tion; 

b) lack of relevant information from US GAAP: 
for example, analysis of earnings by source 
based on US GAAP is a complex task, where- 
as EV illustrates the short-term and long-term 
effects of changes in each key profit driver; 


c) the rating agencies have increased their infor- 
mation requests in an effort to better under- 
stand fluctuations and trends in companies’ 
financial results and increase the transparency 
of companies’ financial statements and their 
comparability between companies and across 
industries; 


d 


м.и 


investors are echoing the demands of regula- 
tors and rating agencies, calling on companies 
to disclose more information, both financial 
and non-financial. 


4.3. Realistic reporting: market reactions 


‘Existing insurance accounting focuses more on 
the needs of prudential regulators than on the 
information needs of investors. As a result, the 
true and fair financial statements are not very 
good at providing shareholders with useful in- 
formation about the value of their interests in 
the business.’ (ASB, 2004: FRS 27 comments 
(Appendix 4: para. 7.4)) 


As noted already, embedded value reporting ap- 
pears to have grown in popularity with analysts 
and preparers in inverse proportion to its accept- 


Vol. 37 No. 3. 2007 


ability to accounting standard-setters. Horton and 
Macve (1997) conducted interviews with, inter 
alia, analysts and preparers and concluded that 
EVs provide the information that is most valued by 
analysts. The CFO Forum notes that EVs provide 
information relevant to shareholders’ value that is 
not provided by traditional accounting, since it is 
consistent with management information and pric- 
ing and facilitates communication of management 
actions to the market that reflect their commercial 
reality. This is despite these numbers being rele- 
gated to supplementary information. Indeed anec- 
dotal evidence suggests EVs are the dominant 
valuation method used by the investment commu- 
nity, and 33 investment banks out of a sample of 
37 employ EV.'* 


‘Given the plethora of measures, it is important 
to understand which are the most important! For 
the leading UK insurers, it is the Embedded 
Value. Their [UK insurers] solvency is strong 
enough that they pass that hygiene factor, and 
investors tend to prefer the EV measure to the 
‘official?’ MSSB when looking at valuation.’ 
(Bernstein Research Call, October 2004) 


€ 


Credit Suisse states ‘...we focus on embedded 
value (EV) in our valuation approach for the sector 
and the stocks, as does the market’ „1? although they 
go on to say that, while the IFRS numbers do not 
drive their valuation, ‘it is also important, in our 
opinion, to look at P/E multiples of stated IFRS or 
GAAP earnings, which are the closest measure of 
“cash earnings" that we have in the sector.’ 


*..Jt is important not to ignore IFRS profit. 
Although these profits contain a large intangible 
element (mainly through the deferral of acquisi- 
tion costs, or DAC), they are probably a better 
indicator of current cash generation than the em- 
bedded value’. (Credit Suisse First Boston, Equity 
Research, July 2005:32) 


Deloitte (2005) notes that, for US firms, analysts 
would begin to ask for their internal EV measures 
within the next three years, especially given that 
the trend towards harmonisation of accounting 
standards means Europeans adoption of EV is like- 


14 The four investment banks that currently do not employ 
EV in their valuation methods are Dexia (Paris), JP Morgan 
(UK), KBC (Brussels) and WestLB (Germany). 

15 Credit Suisse First Boston, Equity Research July 2005. 
Credit Suisse's valuation approach is based on a sum-of-the- 
parts valuation model for each stock. This is based on estimat- 
ing sustainable return on capital/embedded value of each 
division in a group and applying appropriate multiples to allo- 
cated capital. This is consistent with other investment banks. 

16 See footnote 14 above. 

17 Analysts interviewed consisted of 50 buy and sell side in- 
surance analysts based across Europe. 

18 Although the difference between EV and FV was not 
clearly defined. 
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ly to spread around the globe. Thus it will become 
increasingly difficult for the remaining North- 
American companies to resist providing EV infor- 
mation in their financial statements. 

However, analysts do not appear to accept the 
EV reported by the companies at ‘face value’ and 
many adjust the assumptions, and in particular the 
discount rate. 


‘A major risk in the context of embedded value, 
when issuers are capitalising future cash flows 
they have not yet received, is ‘assumption risk’. 
This risk that economic and operational assump- 
tions used to measure profitability may not be 
experienced in practice.” (Credit Suisse First 
Boston, Equity Research, July 2005:32) 


Note that JP Morgan in 2004 changed its valua- 
tion driver from EV to MSSB on the grounds that 
EV ‘are highly reliant on assumptions that we find 
too optimistic". Following the introduction of 
EEV the market reaction has appeared to be posi- 
tive with the view that EEV provides a significant 
step forward in improving consistency, transparen- 
cy, and comparability. PricewaterhouseCoopers 
(2005) conducted a survey of analysts!’ and found 
that more than 6096 of the analysts rated the ade- 
quacy of European insurers' financial reporting as 
*poor'. Less than 10% felt that it was good. Nearly 
80% felt EEV is more useful than IASB's 'Phase 
Г (IFRS 4) and almost all analysts believed EEV 
will improve the comparability of European life 
company accounts. Indeed, the majority of ana- 
lysts also believed that they are beginning to 
favour EEV over ‘fair value’ .!8 However, the dis- 
cussions revealed some reservations about how 
EEV will be applied in practice, and underlying 
this was a certain level of scepticism about both 
IFRS 4 numbers and EEV. PwC quotes one analyst 
as saying: 


*...companies always seem to arrive at the same 
number whatever the basis for evaluation’. 


It was noted that nearly 2046 of the analysts be- 
lieved that insurers' EVs will stay the same despite 
the modifications of EEV. Bernstein Analysis 
(2004) notes that the main effect of the IFRS 
change has been in the expense incurred by com- 
panies, since the combination of a series of ac- 
counting changes in implementing the full range of 
IFRS has put a strain on the finance departments 
that they believe cost tens of millions of pounds. 
Under IFRS, the published annual reports and ac- 
counts will roughly double in size, with the addi- 
tion of both the required and any optional 
disclosures. Bernstein also believes 'while the 
overall numbers will be unaffected, the accounts 
will look very different’ and that: 


‘It remains to be seen whether the analysts union 
(the Union of General and Life Insurance 
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Analysts, or UGLIA for short) will resort to di- 
rect action in protest at this new burden.’ 


Following this background, the remainder of this 
paper sets out the empirical testing undertaken and 
its results. It is structured as follows: first, an ex- 
planation of the research hypotheses; next, a de- 
scription of the research design and methodology 
used to test value relevance, followed by the sam- 
ple and descriptive statistics, and then the results 
from the various models..Last, I comment on some 
possible implications of these results for standard- 
setters (in particular the IASB and the FASB in the 
conduct of their joint Phase II insurance project) 
and for the industry. 


5. Hypotheses 

Given the differing views of the usefulness of the 
different types of accounting information available 
to users, and in particular the issues relating to the 
reliability and relevance of the ‘realistic’ numbers 
reported by companies, the following hypotheses 
are tested: f 


H,: The ‘Realistic Reporting’ disclosures are 
value-relevant to the market value of the 


firm's equity. 


H, The ‘Realistic Reporting’ disclosures are in- 
crementally value-relevant over the modified 
Statutory solvency basis (‘MSSB’) earnings 
and accounting book values. 


Realistic reporting disclosures are controversial 
and this might suggest they are not reliable, yet I 
find that they are value relevant. Value relevance 
implies that realistic reporting is not totally unreli- 
able. Kallapur and Kwan (2004) investigated inter 
alia the reliability of brand capitalisation by firms. 
They investigated the difference in brand capitali- 
sation rates of firms with strong and weak con- 
tracting incentives and found that brand asset 
measures might not be reliable. Given that my 
sample is industry specific and the fact that all in- 
surance companies disclose, in some form or an- 
other, realistic reporting, it would be difficult to 
test differential reliability any further. As dis- 
cussed above, anecdotal evidence does suggest 
that certainly the ASB, IASB and some analysts do 
not believe the numbers are particularly reliable, 
albeit that they are relevant in principle. 


6. Research design and methodology 


6.1. Value relevance of realistic reporting 

In order to test hypotheses 1 and 2, I need to as- 
certain whether the market value (stock price) re- 
flects the incremental information contained in the 
realistic reporting accounting disclosures over and 
above the Modified Statutory Solvency Basis 
(‘MSSB’) accounting numbers for life insurance 
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and bancassurer firms. Previous value-relevant 
studies such as Dechow et al. (1999), Barth et al. 
(2001), Graham et al. (2003) and Kallapur and 
Kwan (2004), have applied the well-known work 
of Ohlson (1995). However, unlike these previous 
studies, this study suffers from an extremely small 
sample size, since the UK insurance industry cur- 
rently only contains eight life insurance compa- 
nies, which therefore limits the model specifications 
and introduces potentially numerous econometric 
issues. To limit some of these econometric issues I 
employ both parametric and non-parametric tests. 


6.2. Parametric tests 

The Ohlson model does provide a framework 
within which to examine the value relevance of 
life insurance reporting, in that it relates the value 
of the firm to the information provided in both the 
income statement and balance sheet together with 
any other value relevant information. 

Consequently, I test the value relevance and 
incremental information content of the ‘realistic 
reporting’ by investigating the changes in explana- 
tory power from the basic model, which regresses 
the market value of equity on book value of equi- 
ty and net income (both valued using the modified 
statutory solvency basis (MSSB)), to the full 
model, which in addition includes е realistic re- 
porting asset — ‘additional value of in-force long- 
term business’ (JFLTB) and the achieved life 
profits (APLFBT). Both models use pooled annual 
time-series and cross-sectional data for all sample 
firm-years. I estimate the following regressions: 


MVE... 3mnths = Qo + BYMSSBK, (Basic Model 1) 


+ B,MSSERN,, + =, 
MVE зим, = © + BUMSSBK, (Full Model 1) 
+ B,MSSERN,, 
+ BJFLTB, 
+ B,APLFBT,, + €, 
where: 
MVE = market value of equity; 
MSSBK = book value of equity valued under 
MSSB; 
MSSERN = net income (both life and non-life 
business) valued under MSSB; 
IFLTB = the additional present value of the 
in-force long-term business;!? 
APLFBT = the achieved profits before taxation 


for the life insurance business (i.e. not 
including non-life business profits) 2° 


9 JFLTB is incremental to MSSBK, and does not represent 
MSSBK plus an adjustment. In any one year there is no direct 
relationship between MSSB accounting and embedded value 
accounting, because, as stated earlier the profits emerging on 
each basis relate to business written in differing time periods. 

?? Footnote also 19 holds true for APLFBT. 
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Consistent with the suggestions of Barth and 
Kallapur (1996), both equations are estimated un- 
deflated with White’s (1980) correction for het- 
eroskedasticity. However, in order to test the 
robustness of my results to alternative specifica- 
tions, I also estimate the models using the number 
of shares outstanding as a deflator (i.e. a price-per- 
share specification). Given the suggestion noted in 
Barth et al. (1996), I also re-run the models with a 
separate variable to proxy for scale — number of 
common shares outstanding?! However, the re- 





21 Additional deflators were also used — market value of eq- 
uity at the beginning of the fiscal year, share price at the be- 
ginning of the fiscal year — but the results were not materially 
different and hence are not reported here. 

22 Т also augment the above models to control for cross-sec- 
tional differences that have been shown to affect the relative 
roles of earnings and book values in explaining stock price. 
For example, Barth et al. (1999) control for firms' growth as 
this may also affect the relative role of earnings in determin- 
ing stock price. Similarly Collins et al. (1999) found evidence 
of smaller net income pricing multiples for loss-making firms. 
Thus we include additional dummy variables SIZE, 
GROWTH and LOSS. The first two are indicator variables 
that equal one if the firm has market capitalisation and growth 
in the book value of equity above the sample median, and zero 
otherwise, and LOSS is an indicator variable that equals one if 
the firm has negative net income and zero otherwise. The re- 
sults post-inclusion of these additional variables were not sig- 
nificantly different from those pre-inclusion for the variables 
of interest and therefore are not reported here. In addition, all 
the models reported above were also rerun to control for fixed 
year effects, similar to Kallapur and Kwan (2004). We includ- 
ed a dummy variable to control for these effects. If correlated 
with the independent variables these effects could otherwise 
bias the regression coefficients. Even if uncorrelated, the ef- 
fects could still bias the t-statistics by inducing contemporane- 
ous cross-correlation of residuals. Thus each equation had the 
additional variable included 


1203 

У o YRDUM, 

t=00 
where YRDUM is a dummy variable equalling 1 if the year is 
t and 0 otherwise. The results for all the models post inclusion 
were qualitatively unchanged, and therefore are not reported 
here. 

23 Tt can be noted that because all other variables are meas- 
ured as of 31 December in year г, using 31 March in year [+1 
market prices may add noise to my tests. The models were re- 
run using year-end market values and the results were similar 
— all coefficients had exactly the same signs, although the sig- 
nificances of the ‘realistic reporting’ disclosures, albeit still 
significant, were less. 

24 An additional market-adjusted return was calculated to 
remove the effects of industry-wide events from the returns 
measure, by also removing the industry index, which represent- 
ed the equally weighted return for all sample life firms. The re- 
sults were not materially different and thus are not reported, 

25 Cumulative Abnormal Returns were also calculated by 
accumulating weekly prediction errors from the market model 
over the accounting year. The independent variables were de- 
flated by the market value of equity at the beginning of the ac- 
counting year to control for differences in firm size that could 
result in heteroskedasticity. The market model parameters were 
estimated for each firm using weekly data from the 50 weeks 
preceding the test year and the ЕТЅЕ-АП Share Index. The re- 
sults were not significantly different from those using the mar- 
ket-adjusted returns and so only the latter results are reported. 
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sults are not materially different and the coeffi- 
cient of the proxy for scale is not found to be sig- 
nificant.” 

If ‘realistic reporting’ has value relevance then 
the change in the explanatory power from the basic 
model to the full model should be positive and sig- 
nificant. This significance would indicate that the 
realistic reporting is associated with market values 
after controlling for book value and net income re- 
ported under MSSB. Given the econometric issues 
associated with my small sample size, I measure 
value relevance based simply on the increased 
overall explanatory power of the ‘realistic ac- 
counting’ with respect to prices. For example, 
Collins et al. (1999) and Francis and Schipper 
(1999) both rely on R? in making inferences re- 
garding changes in value relevance over time. 

A number of studies have either used the firm’s 
accounting year-end for time f, or three months 
after the accounting year end t+3mths. Similar to 
Graham et al. (2003), market prices as of 31 March 
in year t+] are used because all the firms included 
in this study have the same accounting year-end 
(which ensures uniform disclosure of both MSSB 
accounting and of realistic reporting in each year, 
(Berry and Wright, 2001)) and the realistic report- 
ing disclosures are not likely to be made until their 
preliminary earnings announcements and/or de- 
tailed information is released in their annual re- 
рогіѕ 23 

While the price model is widely accepted as an 
appropriate methodology for testing the value rel- 
evance of financial information, many researchers 
continue to use a cumulative returns methodology 
in addition to the price model. Consequently, in a 
manner similar to the tests above, I also test the 
value relevance of the ‘realistic reporting’ numbers 
using a returns specification. Starting with the 
price regression and then taking the first difference 
and deflating by beginning of period price I thus 
estimate the following basic and full returns re- 
gressions: 


RTN злы = % + PjMSSERN, (Basic Model 2) 
+ B,AMSSERN,, 
+ & 


и, 

RTNiins3mnths = Oy + B,MSSERN, 
+ B,AMSSERN, 
+ B,APLFBT,, 
+ B,AAPLFBT, 
+=; 


it? 


(Full Model 2) 


where: 


RTN зит. = 18 the 12-month compound daily 
market-adjusted return,* begin- 
ning nine months prior to the ac- 
counting year-end and ending the 
third month following the firm’s 
accounting year-end;” 
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AMSSERN,, = the annual change in MSSB (ie. 
‘СААР’) income, і.е. MSSERN, — 
MSSERN, |; 

AAPLFBT,, = the annual change in the achieved 
life profits (before tax), i.e. 
APLFBT, ~ APLFBT,, |. 


АП other variables are as previously defined. 

Both the earnings level and earnings change are 
included in the above models following the find- 
ings of Easton and Harris (1991), who found that 
both aspects of earnings are relevant for explaining 
returns and are not just substitutes. 


6.3. Non-parametric tests 

J also investigate the correlation structures be- 
tween the dependent and each of the independent 
variables. The individual observations are ranked 
into two ordered series and then their level of as- 
sociation is tested via the Spearman rank and 
Kendall tau?! tests. If the independent variables are 
value relevant, in terms of their association with 
price or returns, then I would expect the level of 
association to be significantly different from zero. 


7. Sample and descriptive statistics 


7.1. Sample selection 

The sample consists of all UK publicly traded 
insurance companies and banks that conducted life 
insurance business, and disclosed embedded value 
to measure their ‘achieved profits’ during the peri- 
od 2000 to 2004. I manually extracted the account- 
ing numbers, including the achieved profits results 


?$ Ali and Zarowin (1992) note that the explanatory power 
of the earnings level is consistent with the presence of transi- 
tory components of annual earnings, hence earnings level acts 
as an additional proxy for unexpected earnings when the pre- 
vious period's earnings are not purely permanent, and thereby 
contributes to the explanatory power of the unexpected earn- 
ings-abnormal returns model. 

27 In addition, we also calculated the coefficient Gamma but 
the results were identical to the Kendall tau and are therefore 
not reported. 

28 10 life insurance firms were listed on the Stock Exchange 
as of 31 December 1999. However, three of these firms were 
delisted during the 2000 period. One firm was added during 
2001, Friends.Provident. 

29 10 banks were listed on the Stock Exchange as of 31 
December 1999. Of these, only six conducted life insurance 
directly and of those only two reported the data required for 
the analysis for the periods 2002 to 2004. 

30 Aviva included JFLTB in their 2002 accounts also. 

3! FRS 18 deals primarily with the selection, application and 
disclosure of accounting policies. Its objective is to ensure that 
for all material items an entity adopts the accounting policies 
most appropriate to its particular circumstances for the pur- 
pose of giving a true and fair view; that the accounting poli- 
cies adopted are reviewed regularly to ensure that they remain 
appropriate and are changed when a new policy becomes more 
appropriate to the entity's particular circumstances; and that 
sufficient information is disclosed in the financial statements 
to enable users to understand the accounting policies adopted 
and how they have been implemented (ASB, 2000). 
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and embedded values, directly from the firms’ own 
annual reports because these values are not sepa- 
rately reported in any available database. I ob- 
tained stock prices from Datastream. My sample 
includes eight life insurance firms?? and two ban- 
cassurers 7? 

J also examined the financial statements to deter- 
mine the firms’ ‘realistic reporting’ methodology 
as well as their disclosure policy (see Table 1). 

The majority of firms used the modified statu- 
tory solvency basis (MSSB) in their main ac- 
counts and then provided supplementary 
information, initially in 2000 based on ABI 
Guidance notes issued in 1999, and then using the 
Achieved Profits methodology (ABI, 2001) in 
2001 onwards. The exceptions to this were three 
of the life companies — Aviva plc, Countrywide 
Insurance, and St James’s Place — and both ban- 
cassurers. These three life insurance companies 
included in the balance sheet in their main ac- 
counts, prior to 2002 30 the ‘present value of in- 
force long-term business’ (JFLTB) and, except for 
Aviva, the change in the JFLTB was also includ- 
ed in the profit and loss account in the main ac- 
counts. After 2002, the companies removed the 
IFLTB and the change in /FLTB from their main 
accounts and disclosed it purely as supplemen- 
tary information. The main reason given for such 
a change was due to the firms adopting FRS 18: 
Accounting Policies (ASB, 2000) 2! As a result, 
the firms adopted the recommended practice on 
accounting for life insurance business under 
which the ASB had not allowed this value to be 
recognised in the main accounts. Both bancassur- 
ers continued to recognise the JFLTB and change 
in the JFLTB in their main accounts, with disclo- 
sure of the MSSB life profiis in the notes (from 
2002 onwards). 

The first UK firm to disclose the European 
Embedded Value (EEV) in their 2004 accounts 
was Aviva plc. 

In Table 2, I present financial data for the 
sample firms. The present value of internally gen- 
erated in-force long-term business (/FLTB) is sub- 
stantial relative to the book value of shareholders' 
equity under the MSSB methodology with an 
overall median of 63% of the MSSB amount (in- 
cluding banks) and 70% (excluding banks). It may 
be noted that the Britannic Insurance plc's market- 
to-book ratio under the realistic reporting method 
is 0.85: this may be due in part to the fact that 
Britannic is a closed fund i.e. closed to new busi- 
ness. Theoretically, the market value of a closed 
fund (i.e. where there is no value of anticipated 
future new business) should be 10096 of the EV. 
Further investigation is needed to understand 
whether this difference is due a) to measurement 
error in the embedded value disclosed by Britannic, 
e.g. issues about valuation of options and guarantees 
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or b) to the consequences of moving from valuing 
the in-force book within the context of an ongoing 
business whose activities, expenses etc. are shared 
with the generation of new business, or c) to the ef- 
fect of other market factors, such as the terms on 
which takeover deals are struck and the relative 
power of the buyer and the seller in a thin market. 

The ‘realistic reporting’ total income known as 
‘achieved profits’ — (i.e. including both life and 


non-life business profits, in this case before taxa- ` 


tion) (APBT) — is relatively higher generally than 
total income (before taxation) reported under 
MSSB (MSSERNBT) with an overall median rela- 
tive value of 110% (including banks) and 113% 
(excluding banks). 


7.2. Descriptive statistics 

Descriptive statistics are presented in Table 2. 
Table 2 shows that the median in-force long-term 
business (J/FLTB) is approx £1,408m (excluding 
the banks — £966m) — the highest median value 
was that of Aviva plc at approx £4,875m and the 
lowest was that of Countrywide Insurance plc at 
approx £136m. Similarly, the median book value 
of shareholders" equity under the MSSB method 
(MSSBK) is £3,024m (excluding the banks’ 
£2,616m) ~ the highest median value was that of 
the bank HBOS at £14,250m and the lowest was 
that of Countrywide Insurance at £96m. 

The median life profits reported (before tax) 
under the ‘realistic reporting’ regime (APLFBT) is 
approximately £114m (excluding the banks’ 
£88m) — the highest median value was that of 
Aviva at £1,151m and the lowest median value 
was that of Friends Provident ple at a negative 
£18.5m. The median net income for the year under 
MSSB (MSSERN) is £107m (excluding the banks’ 
£48m) — the highest median value (excluding the 
banks) was that of Prudential at £428m and the 
lowest was that of Aviva at £16m. 


8. Results 


8.1. Non-parametric results 

Table 3 presents the measures of association 
between the ranked dependent and independent 
variables used in the regressions. In Panel A and 
Panel C the level of association between the mar- 
ket value of equity (MVE) and all the ranked in- 
dependent variables for all years 2000-2004 is 
significantly positive at the 0.1% level under 
both the Spearman rank and Kendall tau tests, 
with the exception of achieved profits (APLFBT) 
which has a significance level only at 2%. For 
each individual year, the significance of the in- 
force long-term business (JFLTB) and the book 
value under MSSB is consistent at 226 or above. 
This is not the case for either the earnings under 
MSSB or the achieved profits (APLFBT). 
Removing the bancassurers from the sample re- 
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sults reduces the level of association for the 
earnings under MSSB to 2% (see Panels B and 
D). All other associations remain at the same 
level of significance, as with the full sample. 
These relationships are also maintained for vari- 
ables on a per-share basis (see Panels A to D) for 
all years 2000-2004. 

It appears from these first results that the realis- 
tic reporting disclosures are value relevant and 
therefore Hypothesis 1 appears to be supported. 
This is especially true for the in-force long-term 
business asset (IFLTB), which appears to have a 
very significant and robust association with both 
market value and price-per-share. 


8.2. Parametric results 

The results for equations Basic Model | and Full 
Model 1 are reported in Table 4. Following Belsley 
et al. (1980) DFBETAS were estimated to ascertain 
Whether there were outliers driving the results — 
one outlier was identified and deleted from the 
sample, however the results of the variables of in- 
terest post-deletion were qualitatively unchanged. 

The overall adjusted R? for the full model was 
approximately 9096 for the full sample and 9396 
for the life sample respectively. For comparison, 
value relevance studies have reported high adjust- 
ed В? of 84% (Graham et al., 2003), 96% 
(Kallapur and Kwan, 2004, UK data), 81% (Harris 
and Kemsley, 1999) and 62% (Francis and 
Schipper, 1999). For the full sample, the adjusted 
R? of the basic model (i.e. without realistic report- 
ing) is approximately 82%, compared to 90% for 
the full model (i.e. including the realistic reporting 
numbers (/FLTB and APLFBT)). 

The results indicate that by adding the realistic 
reporting numbers into the basic model the ex- 
planatory power of the model increases signifi- 
cantly, given that the partial-F statistic is 
significant at the 0.1% level. For instance, the par- 
tial F-statistic increases from 17.60 to 27.59 for the 
life sample. 

Consistent with the non-parametric results it ap- 
pears there is support for Hypothesis 1. In addi- 
tion, the results also indicate that the realistic 
reporting provides incremental information over 
earnings and book value of equity under the 
MSSB, thus supporting Hypothesis 2. The realistic 
reporting disclosures appear to contribute signifi- 
cantly to the valuation model since the partial F- 
statistic is significant at the 0.1% level and also 
appear to be incrementally value-relevant over the 
MSSB earnings and book value. The market seems 
to place a high value on these ‘realistic’ disclo- 
sures. 

Interpretation of the correlation coefficients and 
significance of the individual independent vari- 
ables in the models cannot go beyond general 
comments because of the small number of avail- 
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Table 3 


Year(s) 


MSSBK 
IFLTB 
MSSERN 
APLFBT 


Year(s) 


MSSBK 
IFLTB 
MSSERN 
APLFBT 


Year(s) 


MSSBK 
IFLTB 
MSSERN 
APLFBT 


Year(s) 


MSSBK 
IFLTB 
MSSERN 
APLFBT 


2000 
(n-6) 
MVE 


0.94** 
1.00*** 
0.09 
1.00*** 


2000 
(n=6) 
MVE 


0.94** 
1.00*** 
0.09 
1.00*** 


2000 
(n=6) 
MVE 


0.87** 
1.00** 
0.20 

1.00** 


2000 
(n=6) 
MVE 


0.87*** 
1.00** 
0.20 
1.00** 


2001 
(n=8) 
MVE 


1.00*** 

0.95** 
0.02 
—0.19 


2001 
(n-8) 
MVE 


1.00*** 

0.95** 
—0.02 
—0.19 


Panel C: Kendal tau (for full sample) 


2001 
(n-8) 
MVE 


1.00*** 

0.86** 
0.07 
0.21 


Panel D: Kendal tau (for life sample) 


2001 
(n=8) 
MVE 


1.00*** 

0.86** 
—0.07 
-021 


2002 
(n=10) 
MVE 


0.99*=* 
0.92*** 
0.39 

—0.13 


2002 
(n=10) 
MVE 


1.00*** 

0.95*** 
-0.17 
—0.62 


2002 
(n=10) 
MVE 


0.96=*=* 

0.78** 

0.24 
—0.11 


2002 
(n=10) 
MVE 


1.00*** 

0.86** 
—0.14 
—0.50 


Panel А: Spearman rank correlation coefficients (for full sample) 


2003 
(n=10) 
MVE 


0.98*** 
0.93*** 
0.90*** 
0.71** 


Panel B: Spearman rank correlation coefficients (for life sample) 


2003 
(n=10) 
MVE 


0.98*** 
0.98*** 
0.83*** 
1.00*** 


2003 
(n=10) 
MVE 


091*** 
0.82 
0.73**# 
0.645 


0.93*** 
0.93*** 
0.64** 

1.00*** 


* ak *#* indicate significance at 5, 2 and 0.1% levels respectively. 
MVE = market value of equity. 
MSSBK = book value of shareholders’ equity valued under the modified statutory solvency basis. 

IFLTB = the additional present value of the in-force long-term business. 

MSSERN = net income (both life and non-life business) valued under the modified statutory solvency basis. 
APLFBT = the achieved profits before taxation for the life insurance business (i.e. does not include non-life 
business profits). 


2004 
(n=10) 
MVE 


0.98*** 
0.92*** 
0.94*** 
0.70* 


2004 
(п=10) 
МУЕ 


0.98*** 
0.95*** 
0.88** 

1.00*** 


2004 
(n=10) 
MVE 


0.91*** 
0.78** 
0.82*** 
0.60** 


2004 
(n=10) 
MVE 


0.93% 
0.86** 
071** 
1.00*** 


Summary of non-parametric tests for measures of association with market value of equity 


2000-2004 2000-2004 


(n=44) 
MVE 


0.96*** 
0.91*** 
0.59*** 
0.45** 


(n=44) 
Per-share 


0.71 *** 
0.78*** 
0.45** 
0.37** 


2000-2004 2000-2004 


(n-44) 
MVE 


0.96*** 
0.95*** 
0.38** 
0.42** 


(n=44) 
Per-share 


0.68*** 
0.82*** 
0.31 
0.41** 


2000-2004 2000-2004 


(n=44) 
MVE 


0.84*#* 
0.75*** 
0.44*** 
0.32** 


(п=44) 
Per-share 


0.53*** 
0.58*** 
0.35*** 
0.27** 


2000-2004 2000-2004 


(n=44) 
MVE 


0.84*** 
0.81*** 
0.27** 
0.33+* 


(п=44) 
Per-share 


0.514% 
0.64*** 
0.25* 
031** 
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able observations and issues of multicollinearity.?? 
However, the results are not inconsistent with my 
hypotheses and the results from the non-paramet- 
ric tests. Thus, one can observe that the overall in- 
crease in explanatory power from the basic to the 
full model appears tc be driven primarily by the in- 
force long-term business asset (JFLTB), since the 
coefficient is positive and appears to be significant 
at the 0.196 level. This is maintained for both sam- 
ples (with and without bancassurers) and under 
both specifications (deflated and un-deflated). The 
level of significance does not appear to depend 
upon whether the JFLTB asset was disclosed with- 
in the main accounts or as supplementary informa- 
tion.? One can further observe that this in-force 
long term business asset (IFTLB) significantly re- 
duces the relevance of the MSSB book value in the 
case of the life sample but not in the case of the 
full sample: this is consistent with the interpreta- 


32 The correlation between MSSBK and IFLTB is at the 
0.734 level — this increases to 0.893 when the bancassurers are 
excluded from the sample, and both correlations are signifi- 
cant at the 0.1% level. IFLTB is more highly correlated with 
MSSBK than APLFBT and is negatively correlated with 
MSSERN after the exclusion of the bancassurers. 

33 Model 1 was re-specified with an additional multiplica- 
tive variable (DUMBS * IFLTB), where DUMBS is a dummy 
variable assigned the value of 1 if IFLTB was published in the 
main accounts and zero otherwise. The coefficient for 
DUMBS*IFLTB was 1.609 with a White t-statistic of 2.9764 
which is significant at the 0.1% level and the coefficient for 
IFLTB was 1.96 with a White t-statistic of 6.9873 which is sig- 
nificant at the 0.1% level. Thus it appears that the value rele- 
vance of the IFLTB is not dependent on whether the 
information is published within the main accounts or as sup- 
plementary information. These results held true even after 
controlling for time and when re-run on only the pure insur- 
ance sample. 

34 This is a similar result to Kallapur and Kwan (2004:160) 
who found that brand values were positively correlated to 
market value despite incentives to overvalue them. 

35 This may reflect the fact that even the ‘life insurers’ have 
other business and other assets beyond those specifically at- 
tributable to their life insurance activities and the MSSBK cap- 
tures all non-life net assets which do not suffer from the same 
accounting issues as the life part of the business. Similarly, it 
is true that the MSSERN captures non-life profits as well as 
those from life business: so it is interesting that MSSERN does 
lose significance when the ‘realistic reporting’ of life achieved 
profits is introduced, which may suggest that the MSSBK cap- 
tures all the informatior. needed for predicting what is expect- 
ed to be only ‘normal’ profit achievable from the non-life net 
assets. However, this reduction in significance may simply be 
due to the high level of multicollinearity for this particular 
model. 

36 The models were rerun by replacing MSSERN with two 
new variables MSSOPNL and MSSOPLF. These new variables 
represent the MSSB operating profits for the non-life business 
(MSSOPNL) and for the life business (MSSOPLF), respective- 
ly. (Most companies did not disclose the segmentation of their 
MSSERN into life and non-life business therefore the segmen- 
tation of operating profit had to be used.) For the full sample 
MSSOPNL was found to be positive and significant at the 
. 0.0196 level whereas MSSOPLF while positive was not signif- 
icantly different from zero. When the sample excluded the 
bancassurers the significance of MSSOPNL disappeared. 
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tion that once the banks are included the ‘realistic 
reporting' adjustments represent a much lower 
proportion of total reported book value. Therefore, 
the in-force long-term business (/FLTB) seems to 
be value relevant and have incremental price rele- 
vance over and above the statutory numbers, de- 
spite the issues widely perceived in relation to the 
reliability of EV>* Similarly, the MSSB earnings 
appear to remain significant for the sample when 
the banks are included but have no apparent signif- 
icance for the life companies only. The results 
again appear to be consistent with, and to that ex- 
tent support, the anecdotal evidence from the in- 
surance companies, the CFO Forum, the ABI and 
the majority of analysts, as discussed above. 

Again, the achieved profits disclosure 
(APLFBT) appears to add explanatory power for 
the life sample only (i.e. excluding the bancassur- 
ers). The significance is at the 2% level for the un- 
deflated model and at the 0.1% level for the 
per-share model. That the APLFBT disclosure ap- 
pears to be relevant and have incremental price rel- 
evance over and above the statutory numbers only 
for the life companies is credible, given the much 
higher proportion represented by their life busi- 
ness relative to the bancassurers and thus the much 
greater effect on their main GAAP accounts. It 
may be noted that coefficients on the book value 
under the MSSB method (MSSBK) are positive for 
both basic and full model specifications (both de- 
flated and un-deflated) and for both samples (full 
and life only). They are significant at the 0.1% 
level for the un-deflated model (except only at the 
5% level for life sample full model). Although 
the coefficients on the MSSB earnings (MSSERN) 
are all positive they are significant only for the full 
sample (for both basic and full models, deflated 
and un-deflated) but not significant for the life 
sample. Further analysis suggests that the signifi- 
cance for the earnings variable is driven primarily 
by the non-life and non-insurance business of the 
Бапсаззигег.36 

Table 5 reports the non-parametric and paramet- 
ric results for the returns model equations — Basic 
Model 2 and Full Model 2. The results seem to fur- 
ther support the observations above. Both the 
change in achieved profits and the level of 
achieved profits appear to be highly positively as- 
sociated with the market-adjusted returns. For the 
non-parametric tests, under both the Spearman 
rank and Kendall tau tests, the level of significance 
is at the 0.1% level for both samples. This high 
level of association does not appear to hold for the 
change in and level of earnings under MSSB since, 
although they are positively associated with re- 
turns, this is only at the 2% significance level. 

The parametric tests results indicate a significant 
increase in explanatory power following the inclu- 
sion of the achieved profits, and the partial F-sta- 
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tistic is significant at the 0.1% level for both sam- 
ples. Bearing in mind the limitations on interpret- 
ing the coefficients on individual variables given 
the small sample size, this increase in power ap- 
pears to be driven by the 'realistic' profits (both 
level and change) since both are positive and sig- 
nificant at the 0.1% (except for the level in the life 
sample which has a significance level of 2%). 

To investigate further this significance of the 
achieved profits I also examined which elements 
of the achieved profits appear to be highly associ- 
ated with these market-adjusted returns. Currently, 
within the insurance industry in the UK, compa- 
nies disclose certain elements of the achieved prof- 
its albeit only on a voluntary basis. The disclosure 
of components was not predefined by the industry 
until CFO Forum (2004), and hence has varied 
across firms. However, the majority of firms in the 
sample did disclose the following main segmenta- 
tions of their achieved profits: 


a) Contribution from new business (NB) 
b) Contribution from in-force business (ТЕ) 


c) Expected return on shareholders’ net worth 
(ERSHS) 


The companies often define the sub-total of ele- 
ments a)-c) as ‘operating profit’, which is then 
used by many companies to reward their senior 
managers' performance (e.g. Deloitte, 2005). The 
contribution from new business and in-force busi- 
ness can either be positive or negative depending 
upon firm specific assumptions and the changes in 
them, but one would certainly expect both to be 
predominately positive.” The expected return on 
shareholders’ net worth (ERSHS) will be always 
positive as it merely represents the unwinding of 
the discount rate, although the change in ERSHS 
could be negative. This analysis does not include 
all items contained in the APLFBT — other items 
could also include operating assumption changes, 
experience variances (including the variance be- 
tween expected and actual investment returns) and 
exceptional items. However, I was not able to col- 
lect all these items individually due to lack of dis- 
closure by some firms, or because the amounts 
were amalgamated with other items and therefore 
were not a clean measure. In order to capture these 
items I therefore constructed an overall residual 
variable (RES), which is calculated as the differ- 
ence between APLFBT before and after allowing 
for the above identifiable components. The new 
variables investigated were therefore: 


NB, = contribution from new life insurance 
business per-share for the year; 

IF, = contribution from in-force life insur- 
ance business per-share for the year; 

ERSHS, = expected return on shareholder's net 


worth per-share for the year; 
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RES, = residual amount per-share from 
APLFBT after deducting NB, IF and 
ERSHS; 

ANB, — the annual change in the contribu- 


tion from new life insurance busi- 
ness per-share, і.е. NB, — NB, у; 
the annual change in the contribu- 
tion from in-force life insurance 
business per-share, і.е. №, — IF, 13 
the annual change in the expected 
return on shareholder's net worth 
per-share, і.е. ERSHS, — ERSHS,, |; 
the annual change in the residual 
amount per-share calculated above, 
ie. RES, — RES, ;. 


Anecdotal evidence suggests that the two key 
drivers of operating profit are the annual change in 
the contribution from the in-force business (AIF) 
and the value of new business (NB) (Ernst & 
Young, 2004). 

The descriptive statistics and non-parametric 
tests are reported in Table 6. The median of RES is 
-£4.61 per share for the life sample. This residual 
amount constitutes a significant proportion of the 
total life achieved profits before tax (APLFBT). 
The results indicate that both the change in new 
business (ANB) and the change in in-force busi- 
ness (AIF) are positive and associated with the 
market-adjusted returns at the 2% and 5% signifi- 
cance level respectively. This suggests that the 
changes in new business and in-force business, but 
not the change in expected shareholders return, are 
major drivers of the value relevance of the change 
in APLFBT in Full Model 2. This is consistent with 
the view of the CFO Forum (2004) who state that 
‘new business value as a proportion of present 
value of new premiums is a key performance indi- 
cator followed by management and analysts’. 

In addition, Table 6 shows that RES, which is 
positive and significantly associated with market 
returns at the 0.1% level, appears to be the most 
significant element driving the value relevance of 
the change in APLFBT in the Full Model 2. As I 
am unable (by definition) to decompose RES it is 
not possible to identify the reason for this — al- 
though one might suspect that investment per- 
formance is often a major factor. 


5 
S. 
Ez 
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9. Conclusions and implications for 


standard-setters 
Overall, the results indicate that the supplementary 
‘realistic’ information is value relevant and has in- 


37 One firm within my sample did disclose a negative new 
business result for one year. They noted that due to changes in 
the structure of the business etc. this had resulted in some new 
business becoming unprofitable. The same firm also reported 
a negative in-force business result, which they explained was 
due to adverse changes in lapse assumptions. 
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cremental value relevance over the GAAP ac- 
counts. What are the implications of these results 
for standard-setters, especially the IASB as it pro- 
gresses with Phase II of its insurance project, and 
for the insurance industry as a whole, home and 
overseas? Clearly, this ‘realistic reporting’ should 
continue: but should it now be incorporated into 
the main accounts? Barth et al. (2001) argue that 
value relevance studies can assist standard-setters 
by providing evidence on value relevance but that 
it is not possible to draw specific policy conclu- 
sions because of the trade-off between reliability 
and relevance. Holthausen and Watts (2001) and 
Watts (2003) also note that accounting standards 
are shaped by factors other than simply what is 
valuable for investors in terms of pricing. 


‘Without descriptive theories to interpret the em- 
pirical associations the value-relevance litera- 
ture’s associations have limited implications or 
inferences for standard setting; they are just as- 
sociations... Those inferences are not likely to 
be useful if the evidence suggests standard set- 
ters do not consider stock valuation association 
an important attribute.’ (Holthausen and Watts, 
2001: p.4) 


However, given the FASB/IASB objective to 
provide information useful to investors (e.g. IASB, 
2006) ‘value relevance’ studies give at least a 
prima facie indication of what information in- 
vestors actually use. 

Other major users are creditors (e.g. JASB, 
2006). In the insurance context the primary long- 
term creditors are policyholders, whose protection 
is generally the responsibility of statutorily ap- 
pointed regulators. What information do the cur- 
rent GAAP reports provide to investors and 
creditors/regulators? While rejecting (at least for 
now) embedded values — even though they provide 
the information that is most valued by analysts 


38 At para. 7.8 it adds that it was decided not to prohibit em- 
bedded value for those entities currently using it in their main 
financial statements as it would mean forcing them ‘back onto 
a basis of accounting that the Board has acknowledged is very 
unsatisfactory — the MSSB basis (albeit modified by the 
FRS)’. However, a representative of the International 
Association of Insurance Supervisors (‘IAIS’) is an observer 
on the IASB's insurance working group http://www.iasb.org/ 
About+Us/About+Working+Groups/Insurance.htm. 

39 Horton and Macve (1995) note that ‘true and fair’ is a dy- 
namic concept whose meaning evolves over time as ideas and 
practices change. They distinguish two major meanings of 
‘true and fair’: ‘true and fair (actual)’ and ‘true and fair 
(ideal)’. ‘True and fair (actual)’ is a ‘legal term of art reflect- 
ing only what a court would regard as an acceptable basis of 
accounting in the light of current statutory requirements and 
accounting standards taken together with established prac- 
tice.’ By contrast, ‘true and fair (ideal)’ reflects ‘desirable de- 
velopments in accounting practice towards more realistic 
representation of financial performance and position.’ On this 
basis it can be argued that the MSSB basis can be used in ‘true 
and fair (actual)’ accounts. 
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(Horton and Macve, 1997) — the ASB’s (2004) 
FRS 27 Life Insurance comments (Appendix 4 
Para. 7.4): 


‘Existing insurance accounting focuses more on 
the needs of prudential regulation than on the in- 
formation needs of investors. As a result, the true 
and fair financial statements are not very good at 
providing shareholders with useful information 
about the value of their interests in the busi- 
ness.'? 


But in the UK (unlike in continental Europe) the 
MSSB accounts are not in fact the basis for solven- 
cy regulation. As ASB (2004) also explains, the 
unmodified statutory solvency basis (SSB) — and 
now ‘twin peaks’ — returns to the FSA are. So it is 
not at all clear what, if any, purpose the MSSB ac- 
counts serve other than legal compliance with the 
EU IAD. It has been noted that for countries where 
there is not a separation between the solvency reg- 
ulatory accounts and the GAAP accounts, regula- 
tors are discussing the possibility of increasing the 
regulatory margins for accounts based on less con- 
servative bases (whether that be EEV or fair value 
accounting (IAS 39)), relative to their current mar- 
gins based on the IAD etc. However, the IASB 
Phase II discussions have made clear that IASB is 
not directly interested in regulatory solvency and it 
is not a primary objective of general purpose ac- 
counts to aid the regulators in this regard. 

So, if the focus is on investors, what should the 
objectives of the GAAP accounts be? Three major 
objectives of insurers’ financial reporting can be 
identified (e.g. Horton and Macve, 1995): sig- 
nalling expectations to investors to assist share- 
holders (and, where relevant policyholders) in 
appraising the company's financial position, per- 
formance and prospects; establishing property 
rights (e.g. policyholder bonuses, dividends, taxa- 
tion, management bonuses and other contractual 
purposes) and regulatory (monitoring solvency 
etc.). Apart from management bonuses, the proper- 
ty rights and regulatory objectives can be ade- 
quately dealt with by the separate regulatory 
returns which UK insurers have to provide to the 
FSA and publish annually and which distinguish 
them from ‘ordinary’ companies where the 
Companies Áct accounts must also serve these 
other purposes. So for insurers, the Companies Act 
GAAP accounts can focus on giving a true and 
fair view?? for the purposes of the signalling objec- 
tive, which implies that, in determining what may 
be included in the primary financial statements, 
relevance can be given a greater emphasis over 
reliability than is conventional in accounting for 
other enterprises. This means that companies 
wishing to incorporate a basis such as the 
*achieved' profits basis into their main financial 
statements (as several bancassurers still do and as 
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some standalone insurers had already started to do 
before the ABI/ASB ban) may indeed legitimately 
do so; which in turn may raise questions about the 
bases on which other financial institutions prepare 
their accounts. In other words, insurance compa- 
nies’ solvency may be taken to be strong enough, 
given the FSA requirements, that users can be con- 
fident that the insurer has passed this ‘hygiene fac- 
tor’ and as such the accounts should focus on 
providing information that is relevant to investors 
— such as the ‘realistic’ reporting currently sup- 
plied in the supplementary disclosures. 

Would the current accounting frameworks allow 
the EV to be recognised in the primary accounts? 
The IASB’s (1989) Framework states that pub- 
lished financial statements are: 


*...based on the information used by manage- 
ment about the financial position, performance 
and changes in financial position of the entity’. 
(para 1) 


also 


‘An essential quality of information provided in 
financial statements is that it is readily under- 
standable by users.’ (para 25) 


and 


*...to be useful, information must be relevant to 
the decision making needs of the user’. (para 26). 


Under these criteria, it would appear that EV 
would be suitable for use as a measurement basis 
in the balance sheet, as it is designed to communi- 
cate value creation/destruction (rather than the 
legal ability to pay dividends) and better to reflect 
economic reality, in particular the effect of man- 
agement decisions. However, whether the IASB 
itself would accept the greater emphasis on rele- 
vance rather than reliability remains question- 
able.“ If it does not do so, there is clearly an 
increasing danger that the main “СААР” accounts 
will be sidelined as merely formal, ritualistic and 
largely irrelevant, unless the opportunity is now 
taken to argue for a more flexible and informative 
approach. This would bring about the situation 
feared by Todd Johnson, as expressed in the quo- 
tation at the start of this paper. 

However, there is some risk that mandatory stan- 
dardisation within the main accounts might reduce 
the value relevance of the information relative to 
the present regime of essentially voluntary disclo- 
sure. The dangers of information loss through 
standardisation and uniform prescription are illus- 
trated by the findings of previous studies regarding 
the irrelevance of the standardised oil and gas 
company disclosures in the US under SFAS 69’s 





40 The latest update on Phase П of the IASB's insurance 
project is available at www.iasb.org.uk. 
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‘reserve recognition accounting’ (e.g. Dharan, 
1984). There may also be a risk that, once institu- 
tionalised as the primary focus of reporting, incen- 
tives to manage these earnings results may 
intensify and, given the long-run uncertainties in- 
volved in the estimates that have to be made in life 
insurance, might not be wholly contained by the 
discipline of audit. 
Holthausen and Watts (2001:29) note: 


‘An accounting number that is value relevant in 
a study before it becomes part of GAAP could 
well cease to be value relevant after it becomes 
part of GAAP if it is not verifiable...Such esti- 
mates or disclosures, even if produced by man- 
agement prior to their forced recognition, could 
be relatively free from bias and noise because 
managers’ incentives to bias and include meas- 
urement error are not as strong.’. 


These issues are beyond the scope of this paper. 
However, this study has offered evidence in sup- 
port of the anecdotal consensus that EV disclo- 
sures are relevant to investors. Value relevance 
studies such as this can in this way provide useful 
input to evidence-based policy making for ac- 
counting standard-setting. 
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The influence of comparative pay, customer 
service measures and accounting profits 
upon CEO pay in the UK privatised water 


industry 
Stuart Ogden and Robert Watson* 


Abstract—The peper investigates the influence of comparative CEO pay levels, customer service measures and ac- 
counting profits uoon CEO pay in the UK privatised water industry over the period from 1992 to 2001. We argue 
that political and regulatory considerations can be expected to constrain CEO pay levels and to motivate remuner- 
ation committees :0 link CEO pay awards to simultaneous improvements in both profits and customer service im- 
provements. The empirical results indicate that the most important drivers of CEO pay changes are sales growth 
and a partial adjustment to comparable UK CEO pay levels. Customer service improvements and accounting prof- 
its are also significantly related to CEO pay awards. However, consistent with regulatory incentives that mitigate 
the inherent financial conflicts between the two performance measures, the results suggest that the influence of cus- 
tomer service improvements upon CEO pay is largely indirect and stems from the impact it has upon the bench- 


mark profit used for performance-related pay purposes. 


Key words: CEO pay, profit-related pay, customer service measures, water utility regulation. 


1. Introduction 

This paper examines CEO pay awards in the UK 
privatised water industry over the period 1992 to 
2001, The 10 regional water companies provide a 
particularly interesting research site since privati- 
sation in 1989 transformed these utilities from 
state-owned and controlled bureaucracies into 
widely held London Stock Exchange (LSE) listed 
corporations subject to the same corporate gover- 
nance codes and capital and labour market disci- 
plines as all other UK listed companies. The water 
companies provide an opportunity, therefore, to 
examine the extent to which the radical changes to 
managerial incentives that came with privatisation 
have resulted in post-privatisation CEO pay levels 
and performance-related pay schemes that match 
those received by other, similar-sized, UK listed 
companies (Cragg and Dyck, 2000). 

While there has been little detailed analysis of 
the post-privatisation constraints and incentives 
influencing executive pay, this has not prevented 
the privatised utilities from been widely criticised 
by politicians and media commentators for award- 
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Street, Sheffield, S1 4DT. E-mail:s.ogden@sheffield.ac.uk 
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ing supposedly 'excessive' pay packages to senior 
executives. Although post-privatisation the water 
companies’ pay practices are not subject to any 
more regulation than other UK firms, regulatory 
rules and stakeholder/political pressures in relation 
to issues such as pricing, risk taking and customer 
service levels appear to have inhibited remunera- 
tion committees from raising their senior execu- 
tives' pay levels in line with what comparable UK 
executives receive (see Ogden and Watson, 2004). 
In this paper we focus on political and regulatory 
constraints and how these may influence the rela- 
tionships between CEO pay awards and account- 
ing profits and customer service measures, a key 
non-financial performance indicator that reflects 
the interests of a stakeholder group other than 
shareholders (Coombs and Gilley, 2005; Hillman 
et al., 2001). We show that the water companies 
have strong (i.e., financial) regulatory and political 
incentives, and ‘reputational’ imperatives, to 
demonstrate measurable performance improve- 
ments in terms of customer service levels and sug- 
gest that empirically their CEO pay awards are 
likely to mirror these regulatory incentives. 

These regulatory incentives emanate from the 
new regulatory framework established at the time 
of privatisation. As privatisation did little to 
change the monopoly character of the industry a 
new regulatory agency, the Office of Water 
Services (OFWAT), was set up to provide both 
economic regulation, primarily via price controls 
based upon cost efficiency benchmarks, and to 
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protect customers’ interests. OFWAT has therefore 
a duty to ensure that the water companies make ac- 
ceptable trade-offs between cost efficiency, pro- 
viding a reasonable return to the shareholders and 
the protection of customer interests. As part of the 
fulfilment of these duties, OFWAT requires the 
privatised companies to supply information ге- 
garding their performance in terms of a range of 


clearly defined and standardised discretionary cus- 


tomer service levels, such as minimising leakages, 
interruptions to supply, maintaining adequate 
water pressure and responses to customer com- 
plaints. All of these performance measures are au- 
dited and subsequently published by OFWAT in 
sufficient detail so as to allow any interested party 
to undertake meaningful between-firm perform- 
ance comparisons. Moreover, as OFWAT strategy 
and policy documents have consistently indicated, 
these customer service indicators constitute a 
major input in respect of price cap adjustment de- 
cisions, such that the water companies would be 
guaranteed to earn an economic return on invest- 
ments that lead to measurable improvements in 
customer service levels. 

We argue that CEO pay awards and improve- 
ments in customer service levels ought to be posi- 
tively related as the regulatory system provides the 
water companies with significant financial and po- 
litical incentives to generate improvements in cus- 
tomer service levels. Nevertheless, simply adding 
a customer service metric to an existing financial 
performance-based pay scheme is unlikely to be 
incentive compatible due to the negative impact 
that improvements in customer service levels can 
be expected to have upon the accounting profits 
conventionally used to reward executives. We 
argue, therefore, that remuneration committees 
may be expected to devise a performance-related 
pay scheme which reflects the regulatory incen- 
tives designed to mitigate the inherent conflict, 
ie., trade-off, between these two performance 
measures. 

The research method used to empirically evalu- 
ate the above hypotheses involves an evaluation of 
the relative explanatory power of three parsimo- 
nious CEO pay change models, each incorporating 
differing behavioural assumptions regarding the 
relationships between changes in CEO pay and the 
pay of comparable CEOs, corporate profitability 
and the customer service performance indices. 
Each of the models is estimated using data from 
the water companies’ published financial state- 
ments and their customer service performance in- 








! The parameters of the UK CEO pay-level model were es- 
timated from CEO pay and corporate data relating to all listed 
UK non-financial firms with the requisite information on the 
Datastream database over the period 1991 to 2000. This result- 
ed in a panel with a total of 6,853 usable firm-year observa- 
tions, the results of which are presented in Appendix 2. 
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dicators audited and published by OFWAT. Our 
analysis also applies the estimated parameters 
from a UK CEO pay-level model to the water 
company data to derive a proxy for each CEO's 
comparable external labour market pay level.! 
The empirical results indicate that, though the 
most important drivers of CEO pay changes ap- 
pear to be sales growth and a partial adjustment re- 
lated to our proxy for comparable UK CEO pay 
levels, both customer service measures and ac- 
counting profits are significantly positively related 
to CEO pay awards. However, consistent with pay 
strategies designed to reflect both regulatory in- 
centives and shareholder governance objectives, 
the empirical results suggest that the influence of 
customer service measures upon CEO pay awards 


. is largely indirect and stems from the impact it has 


upon the benchmark profit used for performance- 
related pay purposes. 

The paper is structured as follows. Section 2 
briefly describes the UK's system of corporate 
governance and examines the evidence to date re- 
garding the impact of remuneration committees on 
CEO pay, in particular, the apparent consequences 
of requiring committees to base CEO pay on exter- 
nal labour market pay comparisons and, for incen- 
tive alignment reasons, on firm-performance 
improvements. Section 3 focuses on the post-pri- 
vatisation corporate and regulatory environment of 
the water companies. This section includes an 
analysis of the political and regulatory factors that 
provide incentives for the water companies to ex- 
pend resources in improving their customer serv- 
ice performance, followed by a description of the 
OFWAT mandated customer service indicators and 
their expected impact upon corporate profits. 
Section 4 first presents our main hypotheses re- 
garding how remuneration committees might de- 
sign and operate an incentive compatible pay 
scheme that appropriately rewards CEOs for im- 
provements in corporate profits and customer 
service levels. This is followed by the specifica- 
tion of the CEO pay award models and variables 
used in our empirical analysis and how these mod- 
els allow for the evaluation of each of our hypothe- 
ses. The empirical analysis is presented and 
discussed in Section 5. The final section sum- 
marises the main findings and discusses some pos- 
sible implications and avenues for further research 
into these issues. 


2. CEO pay in the UK 

Since the introduction of the Cadbury (1992) 
Report reforms in 1993, the pay of senior execu- 
tives of large publicly listed companies in the UK 
has been the responsibility of the remuneration 
committee, а subcommittee of the board of direc- 
tors whose members and chairman are now re- 
quired to be independent non-executive directors. 
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The primary purpose of the remuneration commit- 
tee is to ensure that executives receive an appropri- 
ate level of remuneration given prevailing 
executive labour market conditions and, for incen- 
tive alignment reasons, have their pay awards 
more closely linked to corporate performance, 
such as shareholder returns or accounting profits. 
Notwithstanding these declared purposes, the 
practice of remuneration committees has attracted 
considerable criticism. Although none of the UK 
reports into corporate governance (Cadbury, 1992; 
Greenbury, 1995; Hampel, 1998), or the 
‘Combined Code’ (1998) has suggested that the 
purpose of the remuneration committee was to 
control or otherwise hold down senior executive 
pay, remuneration committees have been seen to 
be overly generous and to have generated an up- 
ward ratchet in CEO pay. The Combined Code 
(1998), for example, commented as follows: 


*B.1.1 The remuneration committee should pro- 

-vide the packages needed to attract, retain and 
motivate executive directors of the quality re- 
quired but should avoid paying more than is nec- 
essary for this purpose. 


B.1.2 Remuneration committees should judge 
where to position their company relative to other 
companies. They should be aware what compa- 
rable companies are paying and should take ac- 
count of relative performance. But they should 
use such comparisons with caution, in view of 
the risk that they can result in an upward ratch- 
et of remuneration levels with no corresponding 
improvement in performance....’ (emphasis 
added). 


The available empirical evidence (see Ezzamel 
and Watson, 1998, 2002) appears to confirm that 
such market pay comparisons have produced an 
upward ratchet in CEO pay levels due to the asym- 
metric reactions by remuneration committees to 
positive and negative differences between actual 
pay and the pay levels of CEOs running compara- 
ble sized businesses. Ezzamel and Watson (1998) 
found that average CEO pay levels rose over time, 
i.e., was non-mean reverting, largely because the 
pay awards of underpaid executives tended to 
show a much greater (upwards) adjustment to- 
wards comparable market pay levels than the 
(downward) adjustments associated with the pay 
awards of similarly overpaid CEOs. Equally ap- 
parent is the inflationary effect upon executive pay 
from the increased use of performance related pay, 
particularly equity-based schemes involving op- 
tion and/or share awards which, in the US, have 
been further encouraged by favourable tax and 
financial reporting regulations (see Conyon and 
Murphy, 2000). Moreover, the observation that ex- 
ecutives appear to have received substantial option 
and share option awards irrespective of corporate 
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performance has also raised doubts regarding the 
ability and/or willingness of remuneration com- 
mittees to design and operate appropriate perform- 
ance-related pay schemes (Yermack, 1995). 

Some researchers, and virtually all media and 
political comment on the issue, have argued that 
these observations reflect managerial rent-seeking 
(or simply greed) and managerial control over a 
captured or otherwise acquiescent board of direc- 
tors (Bebchuk and Fried, 2003). Other researchers 
adopting financial and/or labour market approach- 
es have, however, argued that rising CEO pay lev- 
els simply reflect the increased size and 
complexity of firms, the limited pool of high qual- 
ity potential CEOs available and the increased lev- 
els of firm-specific risk such post-holders are 
expected to bear (Conyon and Murphy, 2000). 
Even so, the apparent eagerness of remuneration 
committees to increase executive pay simply be- 
cause the pay of other executives has risen 
(Ezzamel and Watson, 1998) may also indicate 
that remuneration committees simply lack incen- 
tives to risk possible motivational, recruitment and 
retention problems and/or inadvertently signalling 
to outsiders an adverse judgment regarding CEO 
quality if they noticeably underpay their CEO. 
From this perspective, the general upward ratchet 
in CEO pay is to a considerable degree an unin- 
tended (but not unpredicted, see, Main and 
Johnston, 1993; Forbes and Watson, 1993; 
O’Reilley et al., 1988) consequence of having ex- 
ecutive pay determined by inadequately resourced 
non-executives that clearly have no incentive to 
offer competent? CEOs’ pay packages that are less 
generous than what seemingly comparable CEOs 
typically receive. 

Whatever the interpretation of the empirical evi- 
dence, it is fairly evident that since their wide- 
spread adoption in the UK after 1992, most 
remuneration committees have been unable and/or 
unwilling to resist the upward bias in CEO pay 
awards stemming from the widespread adoption of 
performance related pay and external market pay 
comparisons. As discussed in the following sec- 
tion, however, the remuneration committees of the 
privatised water companies have behaved some- 
what differently due primarily to their exposure to 
additional regulatory and political constraints. 


3. The privatised water companies 

The privatisation of the water companies in 1989, 
like most UK privatisations, was via a public list- 
ing of the equity shares of the enterprises on the 
London Stock Exchange. This method ensured 


E 


? Clearly, virtually all CEOs currently in post will be 
deemed to be at least competent by their non-executive direc- 
tors since dismissal, rather than say a reduction in pay, is the 
appropriate response to known CEO incompetence. 
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that the privatised activities were undertaken by 
companies subject to the same types of financial 
and business risks, contractual arrangements and 
monitoring and control by the capital markets as 
any other listed company. Privatisation therefore 
implied not merely ownership changes but also 
radical changes in corporate governance and the 
risks and responsibilities of management. Of par- 
ticular interest to the current paper, is the effect 
that privatisation and listed status had upon execu- 
tive pay which, prior to privatisation, was typical 
of many other public sector organisations, i.e., 
characterised by low incentives and bureaucrati- 
cally determined total pay levels significantly 
lower than those received by individuals holding 
equivalent positions in similar-sized listed UK 
companies (Cragg and Dyck, 2000). The Cragg 
and Dyck (2000) study indicated that, with the ex- 
ception of utility companies, privatisation has 
tended to lead to the speedy abandonment of such 
public sector pay practices and, as encouraged by 
UK corporate governance codes, the introduction 
of executive pay levels and financial incentives 
similar to what comparable publicly listed enter- 
prises paid their executives. 

As the suppliers of an essential commodity 
which, for obvious public health and environmen- 
tal reasons, has to be produced to certain quality 
standards, water and other utility companies nec- 
essarily have additional regulatory, public interest 
and political constraints on their behaviour. 
Evidence from the US, for example, has indicated 
that utility company compensation committees 
have regulatory incentives to limit the extent to 
which CEO pay is contingent upon shareholder re- 
turns or profitability and that where suitable in- 
dices exist, compensation committees typically 
have to respond to external stakeholder and regu- 
latory pressures by rewarding executives on the 
basis of non-financial, customer service perform- 
ance measures (Yermack, 1995; Coombs and 
Gilley, 2005). 

The UK privatised water companies are subject 
to regulation by a variety of agencies, of which the 
most important are the Drinking Water 
Inspectorate (the monitor for water quality), the 
National Rivers Authority (for environmental reg- 
ulation) and pricing and other economic regulation 
by the Office of Water Services (OFWAT). Due to 
the continued monopoly status of the water com- 
panies, OFWAT is responsible for regulating both 
pricing and investment agreements and for moni- 
toring the quality and standard of service provided 
to customers, including the publication of cus- 
tomer service performance indicators relating to 
the levels of service achieved by each company. 
Thus, OFWAT has a statutory duty to protect cus- 
tomer interests via both price controls and incen- 
tives to improve customer service levels. It is 
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worth emphasising, however, that OFWAT has no 
formal authority to interfere in corporate decision 
making regarding such matters as executive pay. 
Nevertheless, as discussed below, other regulatory 
and political factors appear to influence, especial- 
ly to constrain, the water companies’ executive 
pay strategies. 

Privatisation of the water industry in 1989 was, 
at the time, far from popular with the general pub- 
lic (for example, opinion poll data in the Sunday 
Telegraph, 13 August 1989 and 8 October 1989, 
indicated that over 80% were opposed to it). It 
seems unlikely that the general public has become 
any more favourably inclined subsequently, even 
though privatisation has generated wealth for the 
water companies' new shareholders and, relative 
to their public sector operations, delivered sub- 
stantial improvements in corporate performance in 
terms of efficiency, water quality and customer 
service levels (OFWAT, 1999). Due to years of 
under-investment while in the public sector, water 
and sewage charges had to increase significantly in 
the immediate post-privatisation period in order to 
pay for the new investment and restructuring that 
these (largely EU-mandated) improvements en- 
tailed. Unfortunately for the popularity of the 
water companies, these increased charges also co- 
incided with apparently large increases in water 
company executive pay and the more general CEO 
pay and corporate governance scandals that sur- 
faced in the UK in 1990-92, which led to the set- 
ting up of the Cadbury Committee. The problem 
for the water companies was that though, due to 
OFWAT’s system of price regulation, increases in 
executive pay had no effect upon customers water 
bills, this subtlety was lost in the public outrage 
that was generated in this (immediate post-privati- 
sation) period when the average level of water 
company CEO pay rose dramatically in percentage 
terms. 

As can be seen from Table 1, even after these 
large percentage pay rises, the water company 
CEOs in 1992 were still relatively poorly paid 
(£149,000) compared to the CEOs running compa- 
rable-sized UK businesses (£180,000). Though the 
criticisms of their executive pay policies appears 
not to have prevented the water companies from 
raising their CEO's average total cash pay (salary 
plus bonuses) by almost £200,000 over the subse- 
quent nine years, it can be seen from Table 1 that 
they have in fact been remarkably conservative 
relative to other London Stock Exchange listed 
companies. For example, the pay gap between 
what the average water company CEO received 
and what comparable CEOs received has grown 
from £31,000 in 1992 to almost £190,000 by 2001. 
Even this pay gap grossly understates the true dif- 
ferences in total pay since these comparisons do 
not include any non-cash, e.g., options and share 
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awards, elements of pay. Unlike other UK CEOs, 
the water company executives have not typically 
received much in the way of options or shares. 
Although the water plcs introduced share option 
Schemes after privatisation they were withdrawn 
in 1994/1995 following criticisms, notably from 
the Greenbury Report (1995). In their place the 
water plcs implemented in 1997 the type of share 
based long-term incentive plans (LTIPs) recom- 
mended in the Greenbury Report. However, the 
LTIP schemes only paid out infrequently: between 
1997 and 2001 the ІТІРѕ for the five companies 
that still operated as independent companies paid 
out on only 10 occasions out of a possible 25.3 The 
maximum award was only achieved in five of 
these 10 occasions. Nevertheless, despite their rel- 
atively conservative approach to executive pay, the 
water plcs have remained favourite targets for crit- 
icism, being frequently cited by politicians and 
media commentators as exemplars of 'executive 
greed’ (Department of Trade, 1998; Hutton, 1995). 

Interviews with members of the water company 
remuneration committees reported in Ogden and 
Watson (2004) confirm that the remuneration com- 
mittees have been very concerned to avoid further 
public and media ‘outrage’ at seemingly high 
and/or *undeserved' CEO pay awards even though 
this was severely limiting their ability to pay their 
executives on a comparable basis to other UK 
CEOs. The majority of those interviewed also in- 
dicated that, despite being both complex and very 
time-consuming,’ they believed managers were 
being appropriately rewarded for improvements in 
both corporate performance and customer service 
levels (Ogden and Watson, 2004). Providing the 
appropriate incentives for managers to simultane- 
ously perform well in terms of both performance 
measures does however require remuneration 
committees to mitigate the inevitable conflict aris- 
ing from the negative impact that customer service 
improvements have upon reported profits. Of par- 
ticular relevance for the current study is that previ- 
ous research has indicated that improvements in 





3 The LTIP schemes operated on a broadly similar basis. An 
award of shares, initially with a maximum of 40% of salary, was 
made which would vest depending on performance measured 
over a three-year period. The award of shares was subject to an 
eligibility condition, typically that the growth in EPS was at 
least equal to 2.596 per annum above the RPI. Once the thresh- 
old had been achieved the amount of shares actually vesting de- 
pended on the company's performance, as measured by total 
shareholder returns (TSR), compared with performance of a 
number of specified comparators. Аз the schemes paid out in- 
frequently we did not consider the effects of these schemes 
would have made a significant contribution to our analysis. 

4 Water company remuneration committee deliberations ap- 
pear to consume significant corporate resources as the chair- 
men claimed their committees had to meet on average eight 
times per year, which is some four times the average number 
of meetings per year the remuneration committees of other 
listed UK firms typically had (Conyon et al., 2000). 
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customer service indices significantly reduced 
contemporaneous profits but that, due to regulato- 
ry financial incentives which allowed companies 
to recoup these costs via adjustments in the price 
formula, their publication was associated with sig- 
nificantly positive share price reactions (Ogden 
and Watson, 1999). The Appendix provides a de- 
tailed description and discussion of the individual 
OFWAT customer service measures, and their im- 
portance to the water companies in terms of regu- 
latory incentives and political and stakeholder 
pressures. 


4. Hypotheses, CEO pay change models 
and variables 

In this section, the specification of the hypotheses, 
estimation models, empirical predictions and vari- 
ables used to evaluate the relative influence of 
comparative pay levels, accounting profits and the 
customer service measures upon water company 
CEO pay awards are presented and discussed. In 
this paper, the focus is solely upon CEO pay 
awards, 1.е., the empirical analysis restricts itself to 
examining сһапреѕ‹іп CEO pay. A major advan- 
tage of focusing on pay change models is the re- 
duced information requirements vis-à-vis 
estimating a complete model of the determinants 
of CEO pay levels. The latter would require in- 
cluding in the estimating equation a potentially 
vast list of supply and demand relevant variables 
related to various firm-specific and individual 
CEO human capital characteristics. In practice, 
since many of these variables are either unobserv- 
able and/or unavailable, pay-level models have to 
be estimated with controls for unobservable time- 
invariant, firm-specific, ‘fixed effects’. The focus 
on CEO pay awards therefore greatly simplifies 
the empirical analysis as any such fixed effects, 
which by definition do not vary from one time pe- 
riod to another, automatically ‘drop out’ of the first 
difference pay change equations. 

The analysis of the influence of comparable 
CEO pay levels upon subsequent pay awards does, 
however, require the estimation of a pay-level 
model. This parsimonious pay-level model, which 
is shown in Appendix 2 and has been estimated 
using 6,853 UK Datastream firm/year observa- 
tions, is used solely for the purpose of providing 
an observable external pay benchmark, ie., а 
proxy for the type of comparable CEO time t pay 
information available to remuneration committees 
when deciding upon time {+1 pay awards. Hence, 
for our purposes it is important that the pay-level 
model is an incomplete model and that its estima- 
tion requires only the use of observable publicly 
available information. 

As we have seen, the Combined Code requires 
remuneration committees to award CEOs’ pay in- 
creases only when justified in terms of either ‘rel- 
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ative performance’ and/or ‘what comparable com- 
panies are paying’. Given the assumption that 
changes in after-tax profits as a proportion of book 
equity is the appropriate corporate performance 
benchmark and that relative firm size in terms of 
total sales turnover is the primary basis by which 
remuneration committees determine comparative 
labour market pay levels, we are able to test the 
following three hypotheses in respect of CEO pay 
awards: 


НЕ For incentive alignment purposes, remunera- 
tion committees are expected to link CEO 
pay increases to improvements in accounting 
profits and therefore CEO pay awards in t+1 
will be positively related to the t+ 1 change in 
corporate post-tax profits as a proportion of 
book equity. 


H2: Remuneration committees base their esti- 
mates of comparative CEO pay levels on rel- 
ative sales turnover and therefore CEO pay 
awards in t+1 will be positively related to ob- 
servable time t changes in firm i’s sales 


turnover. 


H3: Remuneration committees base their esti- 
mates of comparative CEO pay levels on rel- 
ative sales turnover and therefore CEO pay 
awards in t+1 will be negatively related to 
observable time t differences between CEO 
i’s actual pay and his/her estimated compara- 


ble pay level. 


As they have been derived from the objectives of 
remuneration committees contained in the 
Combined Code, these three hypotheses are ex- 
pected to be equally applicable to all UK listed 
firms and, as such they provide the basis of our 
benchmark pay award model, the empirical esti- 
mating equation being the following: 


а — LnW, = o, + B,A(Profit/Equity);,, 
+ B,ALn(Sales,,) 
7 B,(LaW,, = Гаў) + Ва 


(1) 


where: 


LnW,,, — LnW, = individual CEO 15 log 
change in total pay between time t and time t+1, 


Q, = the constant term and year dummies, 


A(Profit/Equity),,, = the change in company i's 
reported post-tax Profit/Equity ratio between 
time t and t+1, 


ALn(Sales;) = the log change in firm i's sales be- 
tween t and t-1, 


(LnW, — LnW,,") = the ‘pay anomaly’ variable, 
defined as the (logged) difference between indi- 
vidual i's, time t, actual total pay (LnW,,) and 
their estimated comparable market pay (LnW,,’). 
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For hypotheses H1 and H2 to be empirically 
supported, the respective estimated coefficients on 
the change in profits to equity ratio, i.e., 
A(Profit/Equity),,,, and the log change in sales, 
ie., ALn(Sales;), both ought to be significantly 
positive. The sign on the pay anomaly variable 
(LnWit — LnWit*) coefficient is expected to be sig- 
nificantly negative if, as asserted by H3, remuner- 
ation committees act to reduce prior period 
observable market pay anomalies? The proxy for 
the ‘comparable market pay’ (1.е., №") of other 
CEOs employed in similar sized UK firms was 
computed by applying the water companies pay 
and corporate data to the parameters estimated 
from running the following pay-level model on 
6,853 firm-year data observations relating to all 
the UK non-financial firms with the requisite in- 
formation on the Datastream database over the 10- 
year period from 1991 to 2000: 


LaW;, = У, + Bsize Li(SALES, 1) 
+ B; (Profit/Equity;) + Uj, 


(2) 


where: 


LnW,, = log of the total cash pay of firm i CEO 
in time t-1, 


У, = а vector of year dummies and the constant 
to control for time-varying common effects, 


Ln(SALES, ;) = log of total sales of firm і in 
time t-1, 


(Profit/Equity,,) = the reported розах account- 
ing profit to (book value of) equity ratio of firm 
iin time t-1, and, 


uj = the regression error term of firm i in time t. 


The Datastream CEO pay-level model estimates, 
along with an equivalent set of results from apply- 
ing the model on the water companies' data, are 
provided in Appendix 2. It will be noted that the 
main differences between the two pay-level model 
estimates are the very much larger positive coeffi- 
cient on the profit variable and the (approximately 
50%) smaller intercept estimated for the water 
companies. The two models are, however, very 
similar in terms of the highly significant positive 
coefficients estimated in respect of the sales vari- 
able. Despite these differences in terms of the esti- 
mated parameters of the two pay-level models, the 
correlation between the two predicted market pay 
levels of the water company CEOs is in excess of 
0.9. Even so, due to the larger intercept of the 
Datastream estimates, the two models produce 
substantially different average predicted pay levels 





5 [n every case, the water company CEO's actual pay was 
lower than the pay level estimated from the Datastream model 
and hence all (LnW,, — LnW,*) < 0. 
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for the water company CEOs. Also, as can be seen 
from Table 1, when the estimated parameters of 
the Datastream model are applied to the water 
companies CEO pay, firm size and performance 
data, the predicted mean pay levels of water com- 
pany executives are significantly higher than their 
actual levels (implying that the water CEOs were 
materially less well paid than other comparable 
UK CEOs). 

The water companies are also expected to have 
incentives to improve customer service levels and 
therefore to reward CEOs that have been success- 
ful in this regard. The simplest hypothesis as to 
how CEO pay awards are related to reported 
improvements in customer service levels is the fol- 
lowing, ‘main effect’, hypothesis whereby remu- 
neration committees are assumed to include 
customer service level performance as an addition- 
al independent performance metric to their exist- 
ing pay award functions: 


H4: Remuneration committees will reward CEOs 
for improving customer service performance 
and therefore CEO pay awards in t+1 will be 
positively related to the time t standardised 
customer service measure (CUSTSERV,,). 


Н4 clearly assumes that remuneration committees 
ignore the possible conflicting incentives and fi- 
nancial trade-offs created by linking CEO pay to 
both improving reported profits and the, costly in 
terms of reported profits, improvements in 
(CUSTSERV,) scores. The following hypothesis 
suggests that remuneration committees might mit- 
igate this possible trade-off problem simply by 
providing stronger incentives for CEOs to simulta- 
neously perform well in terms of both profits and 
customer service measures: 


H5: Remuneration committees will significantly 
increase the financial incentives for CEOs to 
achieve improvements in both reported prof- 
its and (CUSTSERV,,) scores by increasing 
the sensitivity of time 1+1 CEO pay awards to 
changes in profits when observable time t rel- 
ative customer service performance is better 
than average, i.e., (CUSTSERV,,) > 0. 


Hypotheses H4 and H5 can be empirically 
evaluated by augmenting equation (1) with the 
time t standardised customer service measure 
(CUSTSERV,) and an interaction term to measure 
the increased sensitivity of pay awards to the 


changes in the profits of firms where 
(CUSTSERV,) > 0, as follows: 
LnW;,, ТАМ, = 0 + B,A(ProfitvEquity),,,, (3) 
+ B,ALn(Sales,,) — 8,(LnW,, — LnW,,”) 
+ B,(CUSTSERV),, 
+ B,(CUSTSERV Dummy); A(Profit/Equity),, ; 
+u; 


it+1 
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where: 


(CUSTSERV), = firm i's time t standardised 
customer service performance measure 


(CUSTSERV Dummy),A(Profi/Equity),,, = an 

interaction term which is the product of a 

dummy variable (if CUSTSERV > 0, dummy = 

1 and zero otherwise) and the change in the 

Profit/Equity ratio of company i between time t 
, and 1+1. 


The estimated coefficient on the CUSTSERV,, 
variable will have a statistically significant posi- 
tive coefficient if H4 is empirically valid since this 
implies that CEO pay awards are directly influ- 
enced by how well their firms had performed vis- 
a-vis their peer organisations in terms of the 
published customer service performance. The 
coefficient on the interaction term, (CUSTSERV 
Dummy), A(Profit/Equity);,,, which measures the 
differential change in profit variable slope coeffi- 
cient for the (CUSTSERV,,) > 0 firms, will there- 
fore also be significantly positive if H5 is 
empirically valid. 

Equation (3) can, of course, be used to evaluate 
alternative behavioural hypotheses regarding the 
influence of the customer service performance 
measures on CEO pay awards. For example, dis- 
cussions with non-board level managers at one of 
the water companies revealed that executives re- 
ceived performance related bonuses which were 
based on financial performance measures, but that 
these bonuses could only be triggered if regulato- 
ry, quality and customer service targets were first 
met. If these customer service performance meas- 
ures were not met, the performance related bonus 
was not paid, no matter how good the financial 
performance achieved. The motive behind these 
arrangements, as revealed in the interviews with 
managers, was to provide a constraint on man- 
agers' single-minded pursuit of improved financial 
performance, at the expense of quality and cus- 
tomer service levels as measured by OFWAT’s 
customer service performance measures. If such 
constraints also operate with regard to individual 
board-level salaries then the estimated coefficient 
on the A(Profit/Equity),,, variable ought also to be 
indistinguishable from zero. We refer to this hy- 
pothesis as H5a. 

OFWAT's regulatory incentives to improve cus- 
tomer service levels, including reimbursement of 
all or most of the additional costs involved via the 
pricing formula, was designed to limit the scope 
for possible conflicts and trade-offs between in- 
creasing profits and improving customer service 





$ OFWAT does not publish the results of each firm's cus- 
tomer service performance until the late November/early 
December after the (April) accounting year-end to which they 
relate. 
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levels. Hypothesis H6 is based on the assumption 
that we might expect remuneration committees to 
have adopted a performance-related pay scheme 
that mirrors these regulatory incentives as fol- 
lows: 


H6: Remuneration committees will attempt to 
mitigate the negative (positive) impact of 
good (poor) customer service performance 
upon contemporaneous profits by adding back 
to reported profits the estimated impact on 
time t profits of firm i’s standardised customer 
service performance, i.e., A(Profit/Equity),,.., 
+ MCUSTSERV,,), where А = the estimated 
impact on reported profit per standardised 
customer service performance unit (standard 
deviation). 


The empirical testing of H6 consists of deter- 
mining whether CEO pay awards іп (+1 can be 
more efficiently explained by the change in 1+1 
profit to equity ratio after adding back the estimat- 
ed impact on time t profits of firm i’s standardised 
customer service performance. In order to empiri- 
cally evaluate H6, it is therefore first necessary to 
estimate À, the proxy for the impact of CUSTSERV,, 
upon time t profit to equity ratios. We derive À by 
estimating a two-way fixed effects (1.е., with indi- 
vidual firm and year specific intercepts) regression 
of time t profit to equity ratios on the standardised 
customer service measure and, to correct for size 
effects, the log of book equity as follows: 


-— A(CUSTSERV); 
+В Ln(Equity Ja + Чин 


(Profit/Equity), = ot (4) 


where: 


(Profit/Equity),, = firm i's reported profit to eq- 
uity ratio in time t, 

0, = the individual firm and year specific inter- 
cepts, 

(CUSTSERV), = the standardised customer 
service performance measure for firm i in time t, 

: Li(Equity), = 

equity at time t. 


the natural log of firm i's book 


The following estimates (the test statistics in 
parenthesis are all significant at 196 confidence 
levels) were produced from running equation (4) 
on the 87 water company observations available 
over the 11-year period from 1991 to 2001: 


(Profit/Equity),, = 0, – 0.005(CUSTSERV), 
— 0.083Ln(Equity),, 
Adjusted R? = 71.7%. 
The negative coefficient on the (CUSTSERV),, 
variable is statistically significant at 1% confidence 


levels. Though the estimated coefficient of —0.005 
may appear relatively small, (CUSTSERV), ranges 
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in value from —5.6 to 4.8. This implies that the typ- 
ical impact upon a firms' profit to equity ratio of, 
say, moving its (CUSTSERV), score from being 
one standard deviation below (above) the mean to 
one standard deviation above (below), the mean 
would be a 196 increase (decrease) in its profit to 
equity ratio. Given that the average profit to equity 
ratio over the study period was approximately- 
13%, this fairly modest change in (CUSTSERV), 
scores would be expected to produce an economi- 
cally significant impact on post-tax profits of near- 
ly 8%. 

The reported results below focus solely on total 
cash pay because cash bonuses have typically been 
very modest in both absolute money terms (average 
bonuses being only some £40,000) and in terms of 
the proportion of total cash pay. Though additional 
analyses focusing solely on either salaries or cash 
bonuses have been undertaken, these have not been 
reported since the salary only analyses were indis- 
tinguishable from the reported (salary plus bonus) 
results whilst the bonus only analyses proved not to 
have any significant explanatory power. Similarly, 
additional analyses which included shareholder re- 
turns metrics as explanatory variables did not in- 
crease the explanatory power of the estimates and 
they have not, therefore, been reported. 


5. Empirical results 

The empirical analysis has been based on the total 
cash pay (salaries plus bonuses) received by the 
CEOs in each of the 10 privatised water compa- 
ny's over the period from 1992 to 2001." The first 
three full years after privatisation are, therefore, 
not included in the analysis because (a) the cus- 
tomer service performance measures did not be- 
come available until after 1991, (b) the pay change 
models use one-period lagged customer service 
performance inputs and two-period lagged firm 
size indicators and, (c) as discussed earlier, in the 
two to three years immediately post privatisation, 
pay changes were dominated by the rapid 'ratchet- 
ing-up' of water company executive pay towards 
the more generous levels typically obtained by 
other private sector executives in similar-sized 
firms. However, as сап be seen from Table 1, de- 
spite this initial ‘ratcheting-up’ of water company 
CEO pay, throughout the period 1992 to 2001, 





7 The reported results have not been adjusted for-changes іп 
personnel. However, neither the inclusion of an additional in- 
dicator variable to reflect changes in personnel nor the exclu- 
sion of cases where a change had taken place had any 
material effect upon the results. The reported results have been 
based on 77 rather than 90 observations because, since 1997 a 
total of five companies have been taken over and no longer 
produce separate accounts for their water supply and sewage 
businesses. 

8 For example, the average percentage change in water.com- 
pany CEO pay in 1992 was almost 5096. 
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Table 2 
models 
Mean 
(Standard 
Variable deviation) 
ALog(Total Sales), 12.64% 
(9.90) 
A(Profi/Equity), 0.29% 0.013 
(223) 
(№, лм) -0.555 0.272** 
(0.203) 
(CUSTSERV), —0.178 —0.040 
(2.160) 
Lan(W), (№), 8.87% 0.117 
(14.21) 








Note: 


but reported by OFWAT in time t+1. 








water company CEO pay was significantly below 
that of ‘comparable’ (i.e., same size) firms across 
all industries. Table 1 also shows that this pay gap 
has widened over time, even though the water 
companies have performed reasonably well in 
terms of both customer service levels and conven- 
tional financial performance measures such as 
sales growth (much of which stems from invest- 
ments in related, but non-regulated, commercial 
activities) and profit to equity ratios. 

Table 2 contains descriptive statistics relating to 
the 77 observations and the pair-wise correlations 
between the variables used in the empirical CEO 
pay change models. The low correlation statistics 
in Table 2 do not suggest that we are likely to en- 
counter any multicollinearity problems when esti- 
mating our pay change models. 

Table 3, Sections A and B, present the main em- 
pirical findings of our analysis of the changes in 
water company CEO рау.? The same three models 
are estimated in both sections, with the only differ- 
ence being that in section A, the change in post-tax 
profits to book equity variable has been based on 


9 Alternative models (e.g. with additional lagged perform- 
ance terms) were estimated but did not provide materially dif- 
ferent results. 


ALog(Total Sales), A(Profit/Equity),,,, (LnW, – Іа") 


Two-tail significance levels: * x 0.10; ** < 0.05; *** < 0.01 
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Descriptive statistics and pairwise correlations for the 77 observations used in the CEO pay change 


Pearson correlation coefficients 








0.066 

0.069 - 0.049 

0.182 ~0.314*** 0.180 
(CUSTSERV),, 





Ln(W),, — Ln(W), = the change in the natural log of firm i’s CEO total cash pay between time t and 1+1, 
ALog(Total Sales), = the change in the natural log of firm i’s sales between time t-1 and t, 

A(Profit /Equity),,,, = the change in firm i's reported profit to equity ratio between time t and t+1, 

(LnW,, — LnW;^ = the difference between the logged values of CEO i's actual pay and estimated market 
comparison pay level as estimated using the Datastream parameters shown in Appendix 2, 

(CUSTSERV),, = the standardised composite customer service performance measure relating to firm i in time t, 





the reported time t and t+1 profit figures while in 
section B the imputed cost of the customer service 
performance in time t has been added back to the 
reported change in post-tax profit to book equity 
figures. Model 1, it will be recalled, is our bench- 
mark model used to evaluate hypotheses H1 to H3. 
This model assumes that CEO t+1 pay awards are 
a function of an adjustment to time t pay differ- 
ences between what the CEO was actually paid and 
what he/she ought to have been paid given the size 
of the firms' sales turnover and what other UK 
CEOs receive, relative changes in time t firm sales 
and t+1 changes in the profit to equity ratio. As can 
be seen from section A of Table 3, this parsimo- 
nious benchmark model appears to be well speci- 
fied insofar as the coefficients on each of the 3 
explanatory variables are of the correct sign to be 
consistent with the relevant hypotheses and are sta- 
tistically significant at 5% or better confidence lev- 
els. Moreover, the explanatory power of the overall 
model is significant at 1% levels of confidence. 
Model 2 is designed to evaluate H4, the con- 
tention that the customer service measures 
(CUSTSERV), constitute a main effect with re- 
spect to changes in CEO pay. The addition of the 
(CUSTSERV ), variable to the estimating equation 
results in an increase in the adjusted R? of the 
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Table 3 


Estimation of CEO pay changes: 1992 TO 2001(п = 77) 


Section A: Reported earnings changes 
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Independent variable Model 1 Model 2 Model 3 
Constant —0.058 —0.060 —0.060 
(1.25) (1.28) (1.29) 
ALog(Total Sales), 0.317 0.332 0.316 
(2.90)*** (3.16)*** (2.98) *** 
A(Profit Equity): 2.439 2.255 2.709 
(2.13)** (2.05)** (2.43)** 
(LnW,, — ГАМ) —0.390 —0.393 —0.404 
(4.66)*** (4.86)*** (5.02)*** 
(CUSTSERV), 0.016 0.012 
(2.35)** (2.43)** 
A(Profit /Equity),,, (CUSTSERV;, Dummy) -0.906 
(0.57) 
Year Dummies significant? Yes*#* Yes*** Yes*** 
Adjusted R? 19.7% 22.0% 21.3% 
F-Ratio (and degrees of freedom) 2.69, 65*** 2.7819 64*** 258,45 *** 
F-Ratio for new variables 14.8*** 14 


: Note: White's (1980) heteroskedastic adjusted standard errors have been used to compute the reported t-values 
shown in parenthesis. 

Significance levels * < 0.10; ** «0.05; *** x 0.01 

(CUSTSERV,, Dummy) = 1 if CUSTSERV,, > 0, and zero otherwise, 

A(Profit /Equity),,, = (post-Tax Earnings/Equity),,,, — (post-Tax Earnings/Equity),,, 

All other variables defined as in Table 2. 


Section B: A(Profit /Equity),., = 
(Post-Tax Earnings + 0.005(CUSTSERV ),/Equity),,,, — (Post-Tax Earnings/Equity),;, 





Independent variabie Model 1 Model 2 Model 3 
Constant —0.061 —0.060 -0.052 
(1.29) (1.28) (1.06) 
ALog(Total Sales), 0.332 0.332 0.303 
(3.17)*** (3.16)*** (2.89)*** 
A(Profit /Equity);,, 2271 2.255 2.937 
(2.72)*** (2.05)** (2.60)*** 
(LaW,, — №) -0.393 -0.393 —0.408 
(4.87)*** (4.86)*** (5.17y*** 
(CUSTSERV), 0.242E-3 0.416E-3 
(0.04) (0.06) 
A(Profit /Equity),, (CUSTSERV, Dummy) ~1.427 
(0.93) 
Year Dummies significant? Yes*** Yes*** Yes*** 
Adjusted R? 23.2% 22.0% 22.1% 
F-Ratio 3.0811,65*** 2.7812 ,64*** 2.6613 ,63*** 
F-Ratio for new variables 0.2 1.8 


Note: White’s (1980) heterskedastic adjusted standard errors have been used to compute the reported t-values 
shown in parenthesis. 

Significance levels * < 0.10; ** < 0.05; *** < 0.01 
A(Profit /Equity),,, = (Post-Tax Earnings + A(CUSTSERV),/Equity),,, — (Post-Tax Earnings/Equity);. 
АП other variables defined as in Tables 2 and 3. 
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model and the coefficient on the (CUSTSERV),, 
variable is, as anticipated by H4, positive and sta- 
tistically significant at 5% confidence levels. 
These empirical estimates appear to provide some 
statistical support for the contention that remuner- 
ation committees award proportionately higher 
pay rises to CEOs of water companies that have 
performed well in comparison to their peer organ- 
isations in terms of customer service measures. 
Model 3, which evaluates the validity of H5, in- 
cludes the additional interaction term to determine 
whether the sensitivity of CEO pay awards with 
respect to the profit to equity ratio is greater for 
those CEOs whose firms have achieved better than 
average customer service performance (i.e., 
(CUSTSERV), > 0). As can be seen from the table, 
the addition of the interaction term results in a 
slight reduction in explanatory power and the co- 
efficient on the variable itself is both insignificant 
and of the opposite sign to that anticipated by H5. 
Moreover, the coefficient on the A(Profit/Equity);. у 
variable is both large and significant at 596 confi- 
dence levels which is inconsistent with hypothesis 
H5a, i.e., that CEOs are rewarded for financial per- 
formance only when they achieve better than aver- 
age performance in terms of customer service levels. 
Hence, though H1 to H4 receive strong empirical 
confirmation from Section A results, there is an ab- 
sence of empirical support for either H5 or H5a. 
Section B of Table 3 evaluates H6, which more 
accurately mirrors the financial incentives faced 
by the water companies in respect of improve- 
ments in customer service levels. The three CEO 
pay change models have been re-estimated using 
the revised post-tax change in profits variable 
which adds back the estimated impact upon time t 
profits associated with the firms’ (CUSTSERV), 
score. As can be seen from Section B, the empiri- 
cal estimates of Model 1 using the revised profit 
figures have significantly greater explanatory 
power than the equivalent estimates shown in 
Section A using the reported profit figures. The ad- 
justed R? has increased from 19.7% to 23.2% and 
the individual significance of the revised change in 
profits variable has now increased to 1% confi- 
dence levels. Moreover, the revised Model 1 esti- 
mates are also superior to both of the other two 
models of the relationships between changes in 
CEO pay and profits and (CUSTSERV), scores 
shown in both sections A and B. Hence, the revised 
Model 1 results provide support for hypothesis H6, 
namely that the relationships between changes in 
CEO pay, changes in profits and customer service 
performance appear to mirror the regulatory incen- 
tives designed to mitigate potential conflicts be- 
tween increasing corporate profits and improving 


0 See, for example, the Independent on Sunday 17.1.96 
under the headline: ‘Water bosses for the chop’. 
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customer service outcomes. 

The fairly small but significant statistical rela- 
tionships between CEO pay changes, profits and 
the customer service measures uncovered by this 
study do not, however, suggest that the customer 
service measures are a major determinant of CEO 
pay awards. Even so, our analysis has evaluated 
only a single composite measure when in reality 
there are a multiplicity of possible customer serv- 
ice performance indicators and each individual 
water company may of course undertake their own 
individual and unique trade-offs between each of 
these customer service performance measures 
and/or with other conventional financial perform- 
ance indices. Since the empirical models assume 
that the slope coefficients on each of these indica- 
tors are identical for each firm in each time period, 
a high degree of heterogeneity of this nature is 
likely to reduce considerably the empirically 
measurable influence of our composite CUST- 
SERV variable. 

In addition, it is important to note that while 
good performance on customer service measures 
may not have a major impact on CEO pay awards, 
bad performance may have a dramatic non-pay im- 
pact. In the case of Yorkshire Water, for example, 
there is considerable circumstantial evidence to 
suggest that senior managers, including the CEO 
and chairman, left the company long before they 
had planned to on account of some highly publi- 
cised failures in customer service regarding water 
supply problems in parts of West Yorkshire in 
1995. Having initially decided to deal with the 
shortfall in supply through rationing by restricting 
the supply of drinking water to standpipes in the 
street, the company after much critical publicity 
resolved to maintain ‘normal’ supplies by imple- 
menting a huge (and expensive) tankering opera- 
tion. The company was subjected to an 
investigation by OFWAT, and following OFWAT’s 
criticisms the company agreed not to raise charges 
by more than the rate of inflation from 1 April 
1998, a benefit to customers estimated over the 
three years ending March 2000 to be approximate- 
ly £44m. In the wake of this, it was reported!? that 
the chairman, Sir Gordon Jones, was to step down 
long before his compulsory retirement date. In 
March 1996 it was announced that the CEO (group 
managing director) was also to retire at the age of 
52. These departures were seen as marking a tacit 
admission by the company of some of its failings 
concerning customer service levels (see the 
Financial Times 18.5.97). Certainly the director- 
general commented in OFWAT's report on 
Yorkshire Water's performance that he was ‘en- 
couraged that management has changed, inade- 
quacies have been admitted and extra activity 
financed' (OFWAT, 1996, para. 1.7., emphasis 
added). 
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5. Concluding remarks 

This paper has empirically estimated the relation- 
ships between changes in CEO compensation in 
the UK privatised water companies, external 
labour market comparison pay levels and financial 
and non-financial (customer service) performance 
indicators. Although financial performance meas- 
ures have been the traditional basis for examining 
the relationship between firm performance and ex- 
ecutive pay, little attention has been given to the 
role of non-financial performance measures. This 
is not necessarily a reflection of their relevance but 
rather the formidable problems involved in at- 
tempting to include them in pay-performance rela- 
tionships. Defining what aspects of non-financial 
performance to consider, why they are important 
and to whom, as well as identifying reliable data 
for calculating appropriate measures that provide 
accurate indications of the degree of performance 
achieved invariably appear to render such analyses 
unfeasible. In the case of the water companies, the 
financial incentives and powers available to the 
regulator, the importance OFWAT attaches to cus- 
tomer service improvements and the processes in- 
volved in the measuring and the regular reporting 
of customer service performance provide an all too 
rare opportunity to include non-financial perform- 
ance measures in the analysis of executive pay 
awards. Moreover, against a backdrop of rising 
UK CEO pay levels, political constraints and reg- 
ulatory incentives to improve customer service 
performance, the water company remuneration 
committees ought to have an appropriately strong 
motivation for rewarding executives for improve- 
ments in customer service.!! 

The results relating to the influence of external 
pay comparison measures indicate that remunera- 
tion committees appear to factor into their pay 
award decisions prior period pay anomalies rela- 
tive to other comparable (in terms of firm size) UK 
CEOs. The results concerning the influence of ex- 
terna] pay comparisons support earlier findings 
(Ezzamel and Watson, 1998, 2002) and confirm, 
firstly, the importance of size in determining the 
distribution of both the water plc and UK CEO pay 
levels generally and, secondly, the critical role that 
external pay comparisons play in explaining sub- 
sequent pay awards. The very high explanatory 
power of the pay anomaly variable suggests that 


u [n all but one of the 1998-99 financial reports, the infor- 
mation disclosed in relation to the criteria used by the remu- 
neration committee to decide оп CEO bonuses explicitly 
mentions the importance of OFWAT’s customer service meas- 
ures in their decision-making. 

12 The analysis has not attempted to incorporate the non- 
cash elements (e.g., options or deferred bonuses) of CEO pay 
since, consistent with the findings of Yermack (1995), the 
water companies use of share options has been limited, partic- 
ularly when compared to other UK firms (Ogden and Watson, 
2004). 
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the relevant pay benchmark used by the water 
company remuneration committees is related to 
what other UK CEOs in similar sized firms re- 
ceive. Recent annual financial statements of the 
water companies, which now contain greater dis- 
closures of information regarding the activities of 
their remuneration committees, provide further 
documentary evidence of the role played by exter- 
nal-to-the-firm pay comparisons. All the compa- 
nies state that they make use of external market 
comparisons and, with one exception, consultants 
in the pay determination process. However, it is 
also apparent that the remuneration committees 
have not attempted to adjust fully CEO pay to 
bring it into line with the higher pay levels charac- 
teristic of other private sector UK businesses. 
Throughout the study period, water company 
CEOs appeared significantly underpaid relative to 
this external benchmark, despite their companies 
performing well in terms of conventional financial 
performance criteria. There is no evidence to sug- 
gest that this conservatism in terms of CEO re- 
wards results from shareholder pressures to 
constrain executive pay or arises from concerns re- 
garding corporate performance. Rather, these rela- 
tively low CEO pay levels appear to stem largely 
from political constraints and the high levels of 
frequently ill-informed media and public criticism 
of privatised utilities. 

CEO pay increases arising from improvements 
in customer service levels were expected to be less 
politically contentious and the empirical estimates 
that included CUSTSERV, as an explanatory vari- 
able confirmed the existence of a positive relation- 
ship to CEO pay awards that was statistically 
significant.!* The large investment outlays and fi- 
nancial incentives associated with improving cus- 
tomer service levels, and the strength of the 
empirical link between CUSTSERV and CEO pay 
awards uncovered in this paper, are certainly in- 
dicative of a substantive rather than a purely sym- 
bolic commitment (Zajac and Westphal, 1995) to 
improving customer service levels. 

In considering the effect of customer service 
measures on executive pay, the analysis has also ad- 
dressed the problems remuneration committees 
might encounter in using non-financial performance 
measures in determining their remuneration poli- 
cies. Including a customer service metric in an ex- 
isting financial performance-based pay scheme is 
unlikely to be incentive incompatible, as improve- 
ments in customer service can be expected to have 
a negative impact upon the accounting profits con- 
ventionally used to reward executives. Indeed, re- 
cent research by Coombs and СШеу (2005) 
confirms that a proactive approach to non-financial 
stakeholder concerns may sometimes have a nega- 
tive effect on CEO pay. We have argued that in the 
case of the water companies there ought not to be a 
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conflict since financial resources consumed on im- 
proving customer service levels can be reimbursed 
via the pricing formula. We hypothesised that CEO 
pay awards would reflect these regulatory incen- 
tives, and that the effect of customer service im- 
provements upon CEO pay awards would be 
indirect and would only be apparent via its impact 
upon the profit measure used for performance relat- 
ed purposes. The empirical estimates in Section B 
of Table 3 that use the restated profit measures, i.e., 
the reported profits after adding back the imputed 
cost of the customer service measures, confirm that 
the customer service improvements have a positive 
impact on CEO pay awards, but that this impact 
was, as hypothesised, indirect and reflected the reg- 
ulatory incentives for the water companies to gener- 
ate improvements in customer service performance. 

Although the results demonstrate that the cus- 
tomer service performance indicators do influence 
CEO pay awards, the degree of influence exercised 
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important component in rewarding management 
performance. Even so, it is entirely possible that the 
full significance and influence of the customer 
service performance indicators we have considered 
has not been captured by the statistical models. It 
should also be borne in mind that although CEOs 
who achieve good customer service performance 
may not be greatly rewarded directly for such 
achievements, those CEOs who preside over poor 
performance may suffer draconian penalties that go 
beyond the withholding of performance bonuses, 
as illustrated in the example of Yorkshire Water. 
Further research will be necessary to examine 
how far customer service performance indicators 
continue to influence the process of CEO pay de- 
termination in water companies. However, in view 
of the continuing public interest in CEO pay 
awards in the water industry, and the importance 
of the customer service indicators in recent regula- 
tory and governmental policy documents, the in- 


fluence of these customer service indicators in 
determining executive pay is unlikely to diminish 
in the foreseeable future. ` 


may seem slightly disappointing from the perspec- 
tive of those who argue that the interests of stake- 
holders other than shareholders should be an 





Appendix 1 
The UK privatised water industry 


Al. The regulatory framework 

The 10 English and Welsh Regional Water Authorities — Anglian, Northumbrian, North West, Severn 
Trent, Southern, South West, Thames, Wessex, Yorkshire and Welsh Water — were privatised in 1989. 
They varied in size from Thames, the largest with a turnover in 1989 of £558m and a workforce of 
8,977, to South West, the smallest with a turnover in 1989 of £106.3m and a workforce of 1,876. 
Although privatisation was generally justified on the grounds that private sector provision of goods 
and services subject to the disciplines of market forces is more efficient than public sector provision 
(Cmnd 9734, 1986), the opportunity to develop market competition in the water industry was ex- 
tremely limited (Littlechild, 1986). As a result the degree of regional monopoly exercised by each 
water company remained largely unaffected by privatisation. This necessitated the introduction of a 
new regulatory framework centred on OFWAT.!? Economic regulation is operated, as with other reg- 
ulated privatised utilities, through price control, with the director-general of OFWAT determining 
charges on the basis of the retail price index plus а ‘К’ factor. The K factor is based on investment 
requirements, operating costs and revenues, and efficiency targets and is evaluated separately for 
each company so that company specific circumstances may be taken into account. Management is, 
however, subject to cost/efficiency ‘yardstick’ competition as the director-general is able to make 
comparisons between the water companies when reviewing each company’s K factor (Littlechild, 
1986; Cowan, 1994). 


А2. Customer service performance measures 

The absence of competitive market conditions in the water industry after privatisation also re- 
quired OFWAT to develop a regulatory framework that would protect customer interests relating to 
matters other than simply price and efficiency concerns. Since 1991 OFWAT has developed levels 
of service indicators intended.to allow monitoring and comparative evaluations of the quality of 
service individual companies provide to their customers. There are seven levels of service indica- 
tors: they measure the adequacy of water resources (DG1), the pressure of water mains (DG2), in- 
terruptions to supply (DG3), water usage restrictions (DG4), properties at risk of sewer flooding 
(DGS), the response time to queries about billing (DG6), and response time to written complaints 








13 The regulatory framework also applies to water supply only companies, which were already in the private sector. At 
privatisation there were 33 such companies, but 12 have subsequently lost their independence through mergers, leaving 21. 
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(DG7).'4 The levels of service indicators are reported annually by ће companies and provide a кеу 
element in OFWAT’s assessment of companies in terms of service to customers (e.g. see OFWAT, 
November 1991). They are seen by OFWAT as ‘important output measures’, which will ‘enable all 
involved in the industry to compare the relative level of service provision across all the companies’ 
(OFWAT, October 1990:1). 

Only four of the seven measures are considered appropriate for inter-company comparisons. 
OFWAT has argued that both the DG1 and DG4 indicators, which measure adequacy of water re- 
sources and water usage restrictions, can be significantly influenced by local climatic and weather 
patterns. The DGS indicator, which measures properties at risk of sewer flooding, is also considered 
inappropriate for comparisons because of concern about the consistency of data currently available 
(see OFWAT, 1994). Of the four that are used for comparisons, DG6 and DG7 concerning billing 
contacts and customer complaints are measured in terms of response times. In order to make assess- 
ment of company performance on DG6 and DG7 more ‘user friendly’ , each company is also award- 
ed a grade for performance according to one of five categories, ranging from very good (score = 5) 
to very poor (score = 1). Performance measurement of DG2, pressure of water mains, and DG3, in- 
terruptions to supply, are also analysed on a five-point grading system, but reliable comparable data 
has only been available since 1991. To facilitate comparisons between companies OFWAT publish- 
es annually a separate report (e.g. see OFWAT, November 1991) which sets out in tabular form each 
company's performance on each of the seven levels of service. This information is also highlighted 
in OFWAT's annual reports. 

A second initiative has been to establish new independent statutory bodies, Customer Service 
Committees (CSCs), to represent the interests of customers. The CSCs are independent of the Water 
companies, and the chairman and members (usually 12) of each CSC are all appointed by the 
director-general. One of their most important concerns so far has been customer complaints. As well 
as advising the director-general on the adequacy of the complaints procedures of the companies, they 
themselves are involved in investigating and resolving customer complaints against the water com- 
panies. The number of complaints they receive are reported each year in the CSCs’ annual reports, 
and are highlighted again in OFWAT's annual reports, and provide another measure of customer 
service which is labelled DGO (see Table 1). 

Since 1997, OFWAT has produced and highlighted in its annual reports a summary, overall cus- 
tomer service measure for each company by weighting and then aggregating the individual customer 
service indicators. Over the four-year period from 1997 to 2000, OFWAT made slight changes to the 
algorithm used to compute this overall measure. An increase (or decrease) in a company's customer 
service score from one year to the next cannot, therefore, necessarily be taken as an improvement 
(or decline) in that company's performance. However, none of the changes to the algorithm are like- 
ly to have significantly altered the relative rankings of firms in terms of overall customer service in 
any year and it is the firms' published relative performance that our hypotheses focus on. 

The water companies are also subject to other regulatory agencies and so there are potentially 
other important non-financial measures of performance. The Drinking Water Inspectorate ensures 
that water companies comply with their statutory duty to supply wholesome water. It does so large- 
ly by checking the results of the sampling and analysis companies are required to carry out as laid 
down in the Water Supply (Water Quality) Regulations 1989. Compliance is consistently high, so 
companies are primarily concerned with maintaining existing performance standards and ensuring 
Sub-standard performance does not occur. The Environment Agency is charged with the protection 
and improvement of the water environment in England and Wales. This includes pollution control, 
management of water resources, fisheries, conservation and recreation. Although it does not publish 
regular performance reports of water companies activities in the manner of OFWAT, any prosecu- 
tions it initiates for non-compliance with standards, particularly for unauthorised pollution dis- 
charges, are treated seriously by the water companies — not least because such instances are widely. 
reported and commented upon in local and national media. 





A3. Customer service performance variable used in the empirical analysis 
The empirical analysis assumes that remuneration committees can be expected to base at least part 
of CEO pay upon some composite measure that summarises the *overall' relative performance of the 





14 Two further indicators, DG8, ‘bills for metered customers’, and DG9, ‘ease of telephone contact’ were added in 1996 
and 1997 respectively. However, as there was virtually no variance between the 10 companies in terms of these measures, 
they are not included in the analyses. 
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firm in respect of its customer service performance. Indeed, in the empirical analysis, only the re- 
sults of a ‘composite’ customer service measure are presented and a brief description of how this 
composite measure was constructed is provided below. From 1997, a standardised version of 
OFWAT’s published overall customer service measure was used as this provides a straightforward 
annual relative performance measure for each company. For the period prior to 1997, an equally 
weighted measure constructed from the five individual annually standardised customer service indi- 
cators was used. To ensure that the five customer service performance indicators all had a positive 
relationship to customer welfare, the DGO, DG2 and DG3 variables were first re-estimated as 10096 
minus the reported percentages published by OFWAT (shown in Table1) prior to being standardised, 
ie., 


Standardised (DG,,) = [DG, - MEAN(DG,)/SD(DG,) 


The advantage of standardising is that it creates variables expressed in terms of standard devia- 
tions rather than in terms of the original units (which differed across the individual indicators). This 
standardisation procedure enabled these five measures to be aggregated to produce a single, com- 
posite, indicator of relative customer service performance (CUSTSERV) where each of the individ- 
ual (standardised) indicators has been given an equal weighting in its construction, i.e., 


CUSTSERV,, = ZStandardised (ОСО to DG7),. 


For the four years 1997 to 2000 in which OFWAT published each company’s overall score, the cor- 
relation of this standardised overall score with the above equally-weighted CUSTSERV,, measure 
was never less than 0.7. Hence, the CUSTSERV, variable used in the pay change estimates consists 
of the standardised equally-weighted measure for the five years up to and including 1996 and the 
standardised overall OFWAT score for the years 1997 to 2001.15 


15 The models were re-estimated using only the equally-weighted composite customer service measure. The results were 
indistinguishable from the reported results. 














Appendix 2 
Estimation of CEO pay levels 1991 to 2001 


Dependent variable = Ln(W),, where W, = CEOs’ total cash compensation in time t 


Independent variable Datastream model Water company model 


Log(Total Sales), , i > ni : о и 


Profit,/Equity, 0.475e-3 1.727 
(0.55) (2.91)*** 


Year Dummies monotonically increasing Yes*** No 
and/or significant? 


Constant 1.640 0.796 
(37.73)*** (1.95)* 


Adjusted R? 61.696 76.1% 
Equation F-Ratio 1000.0*** 27.9*** 
Observations 6853 87 


White’s (1980) heteroskedastic adjusted t-values used. 
Significance levels * < 0.10; ** < 0.05; *** <0.01 


Note: Unlike the pay change models, which require three years of consecutive firm-level data, the above pay- 
level model requires only two years of consecutive data and therefore, we have 87 observations rather than the 
77 observations available in the case of the pay change models. 
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Precision in auditing standards: effects on 
auditor and director liability and the supply 
and demand for audit services 


Marleen Willekens and Dan A. Simunic* 


Abstract— This paper analyses the economic implications for a company's directors and its auditors of variations 
in the degree of precision (or, conversely, the degree of vagueness) in generally accepted auditing standards 
(GAAS), as well as variations in the degree of precision in legal standards of due care faced by directors. Directors 
and auditors are assumed to be jointly and severally liable to investors and creditors for unintentional misstatements 
in audited financial statements that are not detected because of either or both parties’ negligence. Directors choose 
expected cost minimising levels of audit quality and internal control quality, which together define the quality of a 
firm's financial reporting system. Auditors choose a level of effort, given the level of audit quality demanded by 
directors. The interaction between directors and auditors is modelled in a leader-follower framework, where the di- 
rectors’ demand decisions reflect their own vague legal standards as well as a conjecture of the auditor's produc- 
tion behaviour as a function of the degree of precision in GAAS. We show that decreasing the precision of GAAS 
initially induces an auditor to produce higher audit quality by exerting more effort. But beyond a certain critical 
value, decreasing precision leads to decreasing effort and auditors gamble on violating GAAS. When vagueness ex- 
ceeds a second critical value, auditors exert no effort at all. The demand decisions of directors with respect to the 
overall quality of a firm's financial reporting system are more complex. We show that when legal due care stan- 
dards are precise, or somewhat imprecise, directors will demand levels of financial reporting system quality that 
comply with due care standards. But as legal standards become more imprecise, the precision of GAAS becomes 
important and affects the quality of internal control and audit quality demanded. Initially, directors will gamble on 
violating due care standards, and if the degree of vagueness in legal standards becomes sufficiently large, directors 
will have no demand for financial reporting system quality. In the final section, we develop hypotheses concerning 
the effects of decreasing precision in GAAS and suggest ways in which these hypotheses could be tested using in- 
ternational, inter-industry, and inter-temporal comparisons of the Big 4 audit firms' market shares, audit fees, and 


litigation rates. 


Key words: Auditing standards, auditor liability, precision. 


1. Introduction 

Standard-setting: bodies around the world expend 
considerable resources in developing professional 
standards for the performance of audit services. 
The quality of audit services is not directly observ- 
able, particularly by investors and creditors who 
rely on audited financial statements in their deci- 
sion making, and auditing standards are generally 
viewed as defining a minimum acceptable audit 
quality level. This production role of standards is 
linked with an auditor’s legal liability to third 
party financial statements users, as auditing stan- 
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dards also help define an auditor's legal duty. That 
is, an auditor who complies with auditing stan- 
dards will (may) be seen as exercising 'due dili- 
gence'. Conversely, failure to comply constitutes 
professional negligence which renders the auditor 
potentially liable for losses suffered by investors 
and creditors (hereafter, ‘third parties’) who rely 
on materially misstated financial statements. 
Given this economic role, an important charac- 
teristic of auditing standards is their precision. The 
more precise are standards (or, the less vague or 
uncertain!), the lower the variance of possible 
audit quality levels which could be deemed ‘in 
compliance’. Empirically, it appears that the preci- 
sion of auditing standards in different countries 
varies. For example, the US Statements on 
Auditing Standards (SAS) and the related auditing 
standards of the Public Company Accounting 
Oversight Board (PCAOB) are generally viewed 
as being the most detailed and precise in the world, 
while auditing standards in developing countries 





! In this paper we use ‘vagueness’, ‘uncertainty’ and ‘impre- 
cision’ interchangeably as synonyms and as antonyms of ‘pre- 
cision’. 
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have traditionally been both few in number and 
imprecise. There are many possible reasons for 
these differences. Some standard setters — such as 
the Canadian Institute of Chartered Accountants’ 
Auditing Standards Board and the International 
Auditing and Assurance Standards Board of the 
International Federation of Accountants — argue 
that standards should be quite general (‘principles 
based’), thereby allowing auditors to use maxi- 
mum judgment when applying rules to specific sit- 
uations. On the other hand, the AICPA and 
PCAOB have developed rather precise and proce- 
durally oriented (‘rules-based’) auditing standards, 
perhaps in response to the unusually litigious 
environment in the US Finally, the precision of 
auditing standards appears to vary across client-in- 
dustries, with the most precise standards generally 
being written for audits of companies in regulated 
industries. 

In this paper we analyse the economic implica- 
tions for a company’s directors and its auditors 
of variations in the degree of precision (or con- 
versely “vagueness’) in generally accepted audit- 
ing standards (GAAS), as well as the degree of 
precision in legal standards of due care faced by 
directors. We show that changes in the precision of 
GAAS and of legal due care standards affect the 
quality of the financial reporting system demand- 
ed by directors, as well as the degree of effort ex- 
pended by auditors. We then develop several 
empirical predictions from this analysis. We focus 
on the decisions of corporate directors who are re- 
sponsible for producing financial statements that 
are free of material misstatements. Financial state- 
ments are the product of the firm’s financial re- 
porting system, which consists of internal 
accounting and control procedures (hereafter ‘in- 
ternal controls’) and external auditing. The quality 
of these two system components can vary, and we 
assume that directors want to minimise the expect- 
ed costs of financial reporting? One financial re- 
porting cost arises from the legal liability of the 
company issuing financial statements, its direc- 
tors, and its auditors to third parties, if audited fi- 
nancial statements are found to be materially 





? Wingate (1997) assessed the legal environments in a large 
number of countries and assigned an auditor litigation risk 
index ranging from 0 to 15 to each country. The highest value 
of 15 was assigned to the US, while the next highest litigation 
risk countries, each with an index of 10, were Australia, 
Hong Kong Special Administrative Region, Netherlands, and 
the UK. By contrast, developing countries — such as Indonesia, 
the Philippines, and Turkey — were assigned index values of 
about 3. 7 

3 Directors are the agents of shareholders, but we suppress 
the agency problem between these parties. Minimisation of 
expected financial reporting costs (which are borne by the cur- 
rent shareholders) is a reasonable objective when the interests 
of directors and shareholders are perfectly aligned. 

4 For example, see Section 11(b) of the US Securities Act of 
1933. 
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misstated. Liability can be avoided by the directors 
if they have reason to believe and do believe that 
financial statement assertions are not materially 
misstated.‘ Beliefs can be based either on evidence 
obtained directly by directors (such as.through in- 
ternal controls) or through reliance upon experts, 
such as auditors. As noted earlier, auditing stan- 
dards have two complementary roles. Ex ante they 
serve as a quality assurance mechanism to direc- 
tors and third parties, while ex post they (help) de- 
fine an auditor’s level of due diligence. 

We show that varying the precision of auditing 
standards changes audit quality levels, the demand 
for external auditing and internal controls, and the 
costs of financial reporting systems — sometimes in 
unexpected ways. When the standards of due care 
that apply to directors (i.e. legal standards) and ex- 
ternal auditors (i.e. GAAS). are known with cer- 
tainty, both auditors and directors will comply 
with them. Uncertainty about the respective due 
care levels of directors and external auditors 
changes both parties’ behaviour. A relatively small 
degree of imprecision in GAAS causes an auditor 
to exert more effort, thereby increasing the quality 
of auditing produced. As GAAS become more im- 
precise, the auditor exerts less effort and risks 
being held liable to third parties. With extremely 
imprecise GAAS, the auditor does nothing, and 
simply bears the legal consequences. In situations 
where the auditor risks being held liable to in- 
vestors (or is liable with certainty), the audit fee 
incorporates an expected loss or ‘risk premium’. 
When uncertainty about the directors’ legal due 
care level is small, the degree of imprecision in 
GAAS and the resulting behaviour of the auditor 
are irrelevant to directors. Directors will always 
demand a level of financial reporting system qual- 
ity such that they comply with due care standards 
with certainty. For larger levels of uncertainty 
about the directors’ due care level, the precision of 
GAAS becomes relevant to the director’s demand 
decision. Our analysis shows that in this situation 
a lower level of external audit quality is demanded 
as auditing standards become more imprecise. 
This is because reducing the precision of GAAS 
motivates auditors to produce a lower level of 
audit quality (i.e. exert less effort). When external 
audit quality production is low, cost minimising 
directors will demand less external auditing. 

This paper’s contribution is threefold. First, un- 
like prior analytical studies that assume a clear set 
of professional auditing standards along with 
vague legal standards for auditors (e.g. Willekens 
et al., 1996; Schwartz, 1998), this paper focuses 
on vagueness in auditing standards. We assume 
that professional auditing standards are essentially 
the same as legal standards of due care for audi- 
tors, as we do not observe courts writing detail 
standards for the production of audit services. Nor 
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do court decisions normally overturn clear profes- 
sional standards. But court decisions may expand 
on or clarify standards when these are vague, and 
thus influence professional pronouncements. The 
adoption by the AICPA of mandatory inventory 
observation and accounts receivable confirmation 
procedures in the 1940s, following the McKesson 
and Robbins fraud, is a well-known example. 
Second, the paper analyses the impact of vague- 
ness in auditing standards on both audit quality 
production and demand by examining the deci- 
sions of both auditors (who perform audits) and 
company directors who demand some level of 
audit quality. In determining audit quality demand- 
ed, the degree of vagueness in legal due diligence 
standards for financial reporting applying to direc- 
tors is also taken into consideration. Note that 
prior work by Pae and Yoo (2001) does not consid- 
er the impact of vague audit standards and legal 
standards facing directors while investigating in- 
vestment levels in external auditing and internal 
control. Third, we also develop empirically testable 
hypotheses from the results of the analysis. 

The remainder of the paper is organised as fol- 
lows. In Section 2 we provide an overview of find- 
ings in prior related literature. In Section 3 the 
definitions and assumptions underlying the analy- 
sis are discussed. In the subsequent two sections, 
the effects of legal liability and standards of due 
care faced by directors and auditors are examined. 
The base case where standards are ex ante certain 
is examined in Section 4. In Section 5 the effects 
of imprecision (uncertainty) in standards are 
analysed. In Section 6 we discuss the empirical 
implications of the analysis. A summary and con- 
clusions are in Section 7. 


2. Prior literature 

Most studies in the auditor liability literature — 
such as Dye (1993), Narayanan (1994), Schwartz 
(1997), and Chan and Pae (1998) — focus on the 
implications of auditor liability for auditor effort 
and assume that liability rules and auditing stan- 
dards are precise or certain. Previous research 
which assumes vague legal standards is quite lim- 
ited. Willekens et al. (1996) and Schwartz (1998) 
analyse the impact cf uncertainty (or vagueness) in 
the legal standards of due care (negligence) facing 
auditors on audit effort, as well as the role of pro- 
fessional auditing standards (GAAS) in such a set- 
ting. Unlike the approach in this paper, both 
studies make a distinction between the court's 
standard of auditor due care (which is only re- 
vealed in the event of litigation) and professional 
auditing standards (GAAS). The former are as- 
sumed to be ex ante vague, and the latter are as- 
sumed to be a clear (certain) lower bound on audit 
quality or effort. These studies come to somewhat 
different conclusions regarding the impact of 
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vague legal negligence standards on audit quality 
as compared with what would be attained should 
these standards be clear. Schwartz (1998) con- 
cludes that a vague legal negligence standard has a 
negative effect on audit effort, and warns that audit 
effort and quality are overestimated if one assumes 
that the negligence rule is clear, when in fact it is 
vague. Willekens et al. (1996) show that vagueness 
in legal negligence standards can either have a 
positive or negative effect on audit quality, and 
that this depends on the degree of vagueness. 
Relatively small (large) vagueness will have a pos- 
itive (negative) impact on audit quality as com- 
pared to the situation where negligence standards 
are clear. The difference in results is due to the fact 
that Schwartz (1998) implicitly assumes that the 
mean or expected level of the negligence standard 
is quite large (substantially larger than the socially 
optimal level), whereas Willekens et al. (1996) as- 
sume that the mean or expected level of the negli- 
gence standard is smaller than the extreme values 
assumed in Schwartz (1998), and is located in the 
neighbourhood of the socially optimal level. 
Conclusions regarding the impact of GAAS are 
similar in both studies. It is shown that clear GAAS 
accompanying a vague legal negligence standard 
have a positive impact on audit quality or effort. 

Frantz (1999) models the audit market to capture 
the interplay among auditing standards, an audi- 
tor's liability, and an auditor's level of skill. The 
paper focuses on the impact of differences in the 
levels of skill of auditors on auditors' employment 
prospects and the quality of the audit. This analy- 
sis is first done in the absence of any imperfection 
in the assessment of negligence or uncertainty in 
the quality of audit prescribed by the prevailing 
auditing standards. In such a case, the quality of 
audit supplied by an auditor is shown to be weak- 
ly increasing in his level of skill. The paper then 
analyses the effect of either an imperfection in the 
assessment of negligence or uncertainty in the 
quality of audit prescribed by the prevailing audit- 
ing standards on the equilibrium schedule of audit 
quality. Consistent with Willekens et al. (1996), it 
is shown that the introduction of an imperfection 
in the assessment of negligence leads to a strict im- 
provement in economic welfare as long as the 
probability that an auditor who exercised due care 
is wrongly found to be negligent (by a court) is 
sufficiently small. 

While most studies in the auditor liability litera- 
ture focus solely on auditor effort, Pae and Yoo 
(2001) investigate the economic consequences of 
auditors' legal liability in a setting where the qual- 
ity of a firm's internal control system and external 
auditing effort jointly affect the informativeness of 
the auditor's report on the firm's financial state- 
ments. They present a model in which sharehold- 
ers, auditors and outside investors strategically 
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interact, and show that if the auditor's expected li- 
ability loss is sufficiently large, the owner under- 
invests in the internal control system and the 
auditor over-invests in audit effort, leading to an 
efficiency loss. However, Pae and Yoo (2001) as- 
sume precise auditor negligence rules. 

In summary, while previous research has exam- 
ined certain aspects of the behaviour of auditors 
under vague legal standards (sometimes combined 
with precise GAAS and sometimes also consider- 
ing the quality of internal controls), no study has 
jointly considered the impact of vagueness in the 
legal standards of due care facing directors (who 
demand audit services along with a level of inter- 
nal control quality) combined with vagueness in 
the GAAS standards facing auditors (who supply 
audit services) — the problem to which we now 
turn. 


3. Definitions and assumptions 

We assume that directors and external auditors are 
both risk neutral expected utility maximisers, and 
that the market for external audit services is price 
competitive — for empirical evidence on competi- 
tive audit pricing see Simunic (1980) and many 
subsequent audit pricing studies. Utility is max- 
imised by minimising the costs of the firm’s finan- 
cial reporting system and external auditing, 
respectively. We also assume that directors and ex- 
ternal auditors are jointly and severally liable to 
third parties. That is, a failure to exercise due dili- 
gence can render either party liable up to the full 
amount of damages suffered by investors (i.e. po- 
tential shareholders) and creditors. Moreover, if 
such third party plaintiffs are successful in litiga- 
tion against either directors or auditors (separately) 
when both are at fault; we assume the defendant 
will seek apportionment of damage payments with 
the other liable party. It is assumed that directors 
and auditors face the same maximum potential 
damages in the event that third parties suffer loss- 
es from reliance on materially misstated financial 
statements, which they seek to recover through lit- 
igation, and that the plaintiffs will not be deemed 
contributory negligent? 

We assume the court's standard of due care for 
directors is that the probability of accidental mate- 
rial error in published financial statements must 
be reduced to a reasonably low level This con- 
cept is referred to as overall financial statement 
quality. Auditors, on the other hand, are expected 
to produce a level of audit quality that (at least) 
complies with generally accepted auditing stan- 
dards.’ Both the directors’ standard of due care and 
generally accepted auditing standards are assumed 
to be imprecise (vague). The problem is modelled 
as a leader-follower problem,’ where the directors 
are the central actor or the leader who conjectures 
the auditor's (who is the follower) audit produc- 
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tion behaviour as a function (among other things) 
of the degree of precision of auditing standards. 
Directors do this in order to assess the probability 
that the auditor will be negligent, and therefore 
will incur at least part of the damage payments 
should litigation occur. The probability that an au- 
ditor will be held negligent (and thus liable to third 
parties) is a function of the precision of auditing 
standards or GAAS. 


3.1. Modelling the directors’ choices 

The quality of a firm's financial reporting sys- 
tem is a function of the ordered pair (д, q2), where 
q, is internal control quality and q, is external 
audit quality. We assume that the level of internal 
control quality demanded by directors equals the 
level actually produced. However, because the au- 
ditor's audit quality production decision is affect- 
ed by the degree of precision in GAAS, audit 
quality demanded may not equal the quality sup- 
plied. In the event of litigation against directors the 
courts will reveal the legally required level of due 
care that applies to the directors, which is defined 
in terms of overall financial statement quality, Q, 
and denoted О.. The directors will be held liable — 
ex post — if the financial statement quality level de- 


- 5 Basically we assume that litigation losses will be (some- 
how) apportioned between directors and auditors if both are 
deemed negligent; while, if only one party is negligent, that 
party bears all litigation losses. 

$ To avoid consideration of strategic play between directors 
and auditors, we do not consider the case where financial 
statements are fraudulently misstated by the directors to de- 
ceive third parties. Such fraudulert misstatements would, of 
course, also violate due care standards. This assumption is not 
as restrictive as it might seem since most litigation against 
companies and their auditors involves judgmental issues such 
as adequacy of disclosures, valuation of assets, a firm's going 
concern status, etc. (e.g. see St. Pierre and Anderson, 1984). 
These can be considered as accidental errors. Moreover, our 
assumption of no agency problem between directors and cur- 
rent shareholders eliminates consideration of frauds involving 
misappropriation of assets, etc. 

7 While audit quality denotes output and audit effort denotes 
input, we use the terms interchangeably since, for a particular 
client, a higher effort level implies higher audit quality. In the 
terminology of the audit risk model, audit quality corresponds 
to the complement of ‘detection risk’ and overall financial 
statement quality corresponds to the complement of 'audit 
risk’. 

8 This involves the use of backward induction to solve an 
optimisation problem. In micro-economic theory, the 
Stackelberg model is an application of backward induction. In 
the Stackelberg model (von Stackelberg, 1934, and discussed 
in various micro-economic textbooks (e.g. Kreps, 1990) a se- 
quential approach is adopted to analyse the quantity decisions 
by firms operating in an oligopoly end where there is quantity 
leadership. The assumption is that one firm chooses its quan- 
tity first, or is the quantity leader, and another firm is a quan- 
tity follower. The quantity leader conjectures the quantity 
decision of the follower, given alternative levels of quantity 
supplied by the leader. From a game theoretic perspective, our 
model is a game of complete and perfect information, and the 
unique equilibrium obtained is subgame perfect. 
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manded is below О,. We assume that the company 
(i.e. current shareholders) indemnifies (e.g. 
through insurance) the directors against this per- 
sonal liability. However, because of joint and sev- 
eral liability, a failure by directors to establish their 
due diligence affects the liability losses borne by 
an external auditor who is also deemed negligent? 
Note that imprecise due care standards imply that 
Q, is unknown at the time directors make the de- 
mand decision as to the mix of q, and q,. Since Q, 
is ex ante uncertain or imprecise, it is defined as a 
random variable about which the directors have 
some beliefs. Let Кат, 9; О.) be the probability 
that the court will judge that (а, 9) is sufficient to 
guarantee the minimum quality norm Q.. 

The total expected cost of the financial reporting 
system is the sum of internal control costs, the cost 
of the external audit, and expected legal liability 
payments (see Section 3.3 and Table 1 for details). 
Expected liability payments depend on the amount 
of (exogenously determined) losses claimed by 
third parties (denoted L) arising from defects in au- 
dited financial statements, the probability that di- 
rectors are held liable, and the court’s allocation of 
losses between directors and the auditor. Note that 
the probability that directors are held liable is a 
function of the (ex ante) precision of the legal due 
care standards that they face. The directors will 
choose q, and q, such that the total expected cost 
of the financial reporting system is minimised. A 
cost minimising system is described by the ordered 
pair (ат, 95). The corresponding level of overall fi- 
nancial statement quality demanded is О“. 


3.2. Modelling the external auditor’s choices 

In order to solve their optimisation problem, the 
directors need to capture the external auditor's 
production behaviour and therefore to specify the 
external auditor's reaction function. Given the 
level of g, demanded by the directors, the external 
auditor has to decide upon the level of audit qual- 
ity that he will actually produce, which is denoted 
by q and which depends on the degree of precision 
in GAAS. In the event of litigation, external audi- 
tors are only held liable if they did not perform the 
audit with due diligence, and as noted earlier we 
assume that performing an audit in accordance 
with GAAS, as applied in the circumstances, de- 
fines due diligence. Moreover, client circum- 
stances are defined by the external audit quality 
level, g,, demanded by the directors. Although the 





? If only the directors are deemed negligent by the court be- 
cause external auditors prove their due diligence, then the 
company (current shareholders) will bear all liability losses. 

10 More generally, the expected liability payment would 
also depend on the probability of detecting material misstate- 
ments, which increases with audit quality produced. However, 
ignoring this complication has no impact on the propositions 
developed from our analyses. 
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external auditor knows the level q; demanded, he 
may be ex ante uncertain about the court's evalua- 
tion of legal evidence he will provide in support of 
his claim that the audit was performed in accor- 
dance with GAAS. The degree of the auditor's ex 
ante uncertainty is determined by the level of pre- 
cision of GAAS. Since the directors are treated as 
the central actor in this paper, they have to capture 
this uncertainty in the decision process of the ex- 
ternal auditor. Let 2(4; 42) be the probability distri- 
bution that the courts will judge that q complies 
with GAAS, as applied in the circumstances. It is 
assumed that directors and auditors share the same 
beliefs about the degree of precision in GAAS. 

The auditor's total expected cost of producing an 
audit of quality g is equal to the sum of the costs 
of the effort expended on the audit plus the exter- 
nal auditor's expected liability payments to finan- 
cial statement users (Section 3.3 and Table 1 
provide details). The liability payment is the prod- 
uct of expected losses L to users from defects in 
audited financial statements and the probability 
that the external auditor will be held liable in the 
event of litigation.'° Note that the probability that 
the external auditor is held liable is a function of 
the (ex ante) precision in generally accepted audit- 
ing standards. Because the audit market is as- 
sumed competitive, a risk neutral auditor is 
motivated to minimise expected audit costs, which 
also equal the auditor's fee. The resulting optimal 
audit quality level produced by the external audi- 
tor is denoted by q”. 


3.3. Costs, losses and objective functions 

Table 1 gives an overview of how losses suffered 
by third party users will be distributed over direc- 
tors and external auditors (in the form of liability 
payments), and to users (in the form of losses that 
are not compensated) in different circumstances 
where there is compliance or lack of compliance 
with standards of due care facing both the directors 
and the auditor. 

The objective function of the directors, given 
that they are uncertain about the overall financial 
reporting quality norm, О,, is: 


Cia) + FQ, 42) 
+ LIL -Ka 95; QVIS: + 55 . (4; 42)] 


C,(qg,) denotes the cost to the company to ac- 
quire internal control quality q,. By assumption, 
С (41) is convex and increasing in 41. F(g,, q2) rep- 
resents the audit fee paid by the company. In a 
competitive audit market, the audit fee will equal 
the auditor's expected cost of audit quality sup- 
plied. The third term expresses the expected dam- 
age payments by the directors (see Table 1 for 
details). Recall that the losses, L, are assumed to 
be exogenously determined and constant and that 
the directors are indemnified by the company so 
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that the current shareholders bear all the expected 
costs, and the directors act on behalf of current 
shareholders. Further, s, is the liability payment 
sharing ratio when both directors and external au- 
ditors are judged to have been negligent and liable. 
It represents the fraction of the expected damage 
payments L to be paid by the directors; thus s, = 1 
— $; represents the fraction to be paid by the exter- 
nal auditor. The variable q* denotes the audit qual- 
ity actually produced by the external auditor. The 
value q” is obtained from minimising the external 
auditor's cost function which is ` 


CAD) + LIL ~ 209; 4)1. [s2 + s, -Kadas 001 (2) 


C,(q) denotes the resource cost to the external 
auditor to produce an audit quality level g. By as- 
sumption, С,(9) is convex and increasing іп 4. The 
second term expresses the expected liability pay- 
ments by the external auditor (see Table 1 for de- 
tails). Note that these payments are a function of 
the precision of GAAS as well as the précision of 
the directors’ legal due care standards. 

By assessing q“, directors conjecture the magni- 
tude of g (the probability that the external auditor 
complies with GAAS given the degree of precision 
therein) or the extent to which the external auditor 
functions as a liability-sharing party. Note that the 
external auditor can only avoid liability by increas- 
ing his own level of production, given uncertainty 
in GAAS, since q, and q, and hence f, are given at 
the time the audit is performed. 


4. Compliance when quality norms are 


certain 

The directors’ choice of the optimal mix (ат, 42) 
and the external auditor's optimal production be- 
haviour q* are first analysed in the simple case 
where the quality norms aré — ex ante — known 
with certainty. With respect to external auditing, 
this setting assumes that GAAS at any and all lev- 
els of q are perfectly precise in specifying the de- 
tails of audit production. In this case, the beliefs 
are as follows: 


(3) 
1 if and only if 9.5, + 4 > О, 
AQ Ф; О) = 
0 if and only if 0.3, + Ф < Q,» 


where 6 is the weight attached by the courts to in- 
ternal control as compared to external auditing in 


И That is, the courts must somehow combine internal con- 
trol quality with external audit quality to determine the proba- 
bility of undetected material error in the financial statements. 
Note that this is analogous to the auditor’s real-world problem 
of setting detection risk as a function of inherent and control 
risks. 
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obtaining an overall quality level of financial state- 
ments,!! and 


(4) 
1 if and only if q 2 q, 


8(9, 43) = 
0 if and only if q < q, 


In the remainder of the paper, g and g(q; q;) are 
used interchangeably, and so are f and f(q,. 4; Q,). 

As described earlier, the directors first analyse 
the auditor's reaction function, 4'(q,, 42), and as- 
sess 2(9; 42), in order to solve their optimisation 
problem. Given a pair (41, 42), the directors calcu- 
late the level g* of external audit quality that min- 
imises expression (2). Since the objective function 
is discontinuous at 4», the problem can be written 
as: 


(5) 

. CQ) + Г. [5 + s. fif < Ф 
Min і 
Cy(q) if q = q; 


Graph 1 illustrates the analysis when expected 
losses are large enough, such that: L. [50 + s. f > 
C, (q;) — C, (q). The auditor will certainly not 
choose to produce 4 > 9, because then С, (4) > 
C, (42) holds, as 42> 0 by assumption. This would 
only imply a higher cost. The auditor will also not 
choose q < 4, because he would then be held li- 
able and bear direct audit costs plus losses (that is, 
C, (а) + L. [s + s,. f]). If for all q < qn, it holds that 
С, (д) + L. [s + 5. fl > C, (д), the auditor will 
choose q,. Thus, 4’ coincides with q, and g = 1. 

Once the external auditor’s reaction function is 
known, the directors optimise their own objective 
function. Since the auditor always complies with 
GAAS (i.e. 4* =.4,) and will never be found liable, 
the competitive audit fee does not contain a ‘litiga- 
tion risk premium’ and equals C,(g") = C,(q,). The 
directors’ objective function now reduces to: 


Ci(4)) + Cogn) + LLU — Ха, 4; ODI 


The conclusion is similar to the auditor’s case. 
The directors will choose (91, 92) such that Q* = 
0 41 + 45 equals Q, (assuming that losses are large 


'enough) and f = 1. As a result the constraint 


Ка. аз; О) = 1 or 0g, + 4 = Q, can be imposed on 
the director's optimisation problem. The solution 
(ат, 92) satisfies the following first order condition 


MC, 
МС, 


=6, 





That is, the ratio of marginal costs equals the 
weight Ө. The more weight the court gives to inter- 
nal control in meeting the quality norm, О’, (that 


ао 
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is, the larger is Ө), the larger qj will be relative to 
external audit demand, 42, and vice versa. Note 
that corner solutions may occur. For example, in 
the case of linear cost functions (i.e. C,(q,) = су. 4, 
and С.(42) = со. qa, where c, and c, represent 
cost parameters for internal control and extemal 
auditing respectively), it follows that т > Ө 
implies (41, 22 = = (0, О) and that z- < 9 ‘implies 
(91, 45) = гт Cs 

To P. if the quality norms are known 
with certainty, both the directors and external 
auditor will comply with the norms, but only if 
losses are sufficiently large (ie. Г. [s, + sf 
> С, (42) — C; (9)). The choice of the level of ex- 
ternal audit quality demanded will depend on mar- 
ginal cost considerations and on the relative 
importance, as assessed by the courts, of internal 
control compared to external auditing in achieving 
an overall financial statement quality level. The 
following proposition summarises the results: 


Proposition 1. 

When the levels of due care applying to external 
auditors (i.e. GAAS) and directors (i.e. legal stan- 
dards) are known with certainty, the external audi- 
tor will produce exactly the external audit quality 
level demanded, and directors will demand a level 
of overall financial statement quality equal to the 
overall due care level, given that liability losses 
are sufficiently large. 


5. Compliance when the quality norms are 
uncertain 

Tn this section, we analyse the directors' and audi- 
tor's decisions when the quality norms applying to 
both parties are uncertain. That is, the directors do 
not know what level of overall financial statement 
quality is sufficient to establish their due diligence, 
while external auditors do not know what level of 
audit quality produced will be deemed to comply 
with GAAS in the circumstances. It is assumed the 
directors believe that the minimum norm is a ran- 
dom variable drawn from a bounded set, denoted 
by [Q, — £, Q, + €], with uniform? probability. The 
subjective belief function f is therefore given by: 


1 if and only if (6) 
04; +42 О. *€ 
0 if and only if 
0.4; +4, = О, – е, 
0.4, +4 О. +е 
2e 

This specification of f implies that the directors 
are only uncertain about their liability for choices 
of (41, 92) which yield an overall quality level, 


9.4, + 4, that is strictly larger than Q, — € but 
strictly smaller than Q, + £. If overall financial 


Даа; Q9 = 


otherwise 
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statement quality is very high, i.e. larger than Q, + 
£, the directors know with certainty that they will 
not be held liable; conversely, for very low quality 
levels, i.e. smaller than О, - £, the directors are 
certain that they will be held liable. 

The uncertainty for the auditor is modelled anal- 
ogously. The belief function g is given by: 


1 if and only if 
а> 9 +8 


(7) 


0 if and only if 
954-65, 


4-4 +ô 
5 


8(4, 42) = 


otherwise 


Given the quality g, demanded by the directors, 
the external auditor believes that the court’s inter- 
pretation of audit quality which complies with 
GAAS is drawn from the bounded set [g, ~ д, 
4 + $]. Again, external auditors are assumed to be 
uncertain about their liability only when the audit 
quality they produce, q, is strictly larger than 
42 — 5 but strictly smaller than q, + б. For external 
audit quality levels with a value outside this inter- 
val, auditors are certain about their compliance 
(non-compliance) with GAAS. 

Note that we assume that the degree of vague- 
ness about the audit quality standards is client spe- 
cific. This is consistent with the situation where 
GAAS are generally formulated but not specified 
per individual client situation and context, and 
therefore interpretation differences may occur ex 
post. This assumption implies that in a competitive 
audit market auditors price individual audit en- 
gagements based on expected auditor quality 
choices. Given the uniform (or any symmetric) 
distribution of the auditor's quality choice (sup- 





12 For characteristics of uniform distributions see, for exam- 
ple, Spanos (1986). Note that the use of uniform distributions 
to capture uncertainty in tbis paper is purely to facilitate the 
exposition, and that the results presented subsequently in this 
paper are robust to other specifications of uncertainty about 
the due care level. In particular, any family of distributions of 
deviations around the demanded level of quality, h(e; A) — 
where e is the deviation and À is a positive parameter — would 
lead to the same propositions (ceteris paribus) if they exhibit 
two properties: 1) there is some positive probability that — ex 
post — the court sets the due care standard below the demand- 
ed level of quality; 2) the probability that the absolute size of 
the deviation (e) from the expected (i.e. demanded) quality 
standard exceeds any given positive magnitude approaches 
Zero as А, approaches zero; that is, the distribution becomes 
concentrated as À approaches zero. See also Shavell, (1987, p. 
94) who discusses these conditions in the context of accident 
law. The intuition is rather simple: given that there is a posi- 
tive probability that the court sets ex post a lower audit (resp. 
financial statement) quality standard than the demanded qual- 
ity level, the larger the uncertainty А, the flatter the expected 
loss function will be. This will obviausly affect the location of 
optimum. Note that in our paper А, is defined as $ in the exter- 
nal audit quality context, and as & in the financial statement 
quality context. 
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The auditor's reaction function when GAAS are precise 






Total cost 
С(9 +L 





Cost, 


Loss 





Audit quality, q 





plied), q, around the level of quality demanded, i.e. 
Qa, it follows that the expected level of audit qual- 
ity supplied, i.e. E(g^), equals the level of audit 
quality demanded, g,, for pricing purposes. In a 
price competitive audit market, this also implies 
that auditors do not earn rents over their entire 
portfolios in these circumstances, although some 
clients will pay more than an audit fee based on the 
actual (instead of expected) level audit quality sup- 
plied, i.e. q*; while others will pay less than an 
audit fee based on д“. This situation parallels a 
price competitive insurance market, where pricing 
is done over an entire portfolio of clients and un- 
certainty about the outcome (an accident, a fire, 
etc...) is client specific. 

From the assumptions above and the analysis of 
the certainty case in section 3, it follows that it 
does not pay for directors and external auditors to 
provide quality levels that are strictly larger than 


33 Note that the results presented in the remainder of this 
paper are robust to other specifications of (positively sloped) 
convex cost functions. 

4 This extreme result is due to the fact that L is treated as a 
constant in the analysis. In reality, however, L is a decreasing 
function of q, and therefore there would be some marginal 
benefit from producing a level of quality larger than zero. 
Ignoring the marginal benefit from reduced loss does not, 
however, affect the conclusions regarding the (isolated) direc- 
tional (that is positive or negative) impact of vagueness in 
GAAS on audit quality produced. 


Q, + Е and q, + $, since they are certain not to be 
held liable and would only incur excess costs. 
Hence, the constraints 0.4, + 9, < О, + € and 
4 < 42 + д can be imposed on their respective opti- 
misation problems. To simplify calculations, quad- 
ratic cost functions’? are assumed, іе. C,(q,) = 
а and С,(9) = £^ Furthermore, changes in L, s, 
and s, caused by changes i in q, 41, and q, are ignored. 


5.1. The auditor s reaction function under 
uncertainty 

The directors first conjecture what the auditor's 
production decision, q*, would be for alternative 
levels of internal and external audit quality de- 
manded. The auditor's reaction function is given 


by 
4 =ч (4\, 4) 
= тїп {qa + 9, q, = 2-45 ts 
C5 


(8) 


if q, is strictly larger than q, — 5. Note that q, rep- 
resents the solution to the optimisation problem 
without the constraint q < q, + 6. If q, < q, — $ 
holds, the auditor's expected cost minimising deci- 
Sion is to produce a quality level equal to zero, 
since he would be held liable in any case, and 
would therefore choose not to incur direct audit 
costs, C; (q). ^ 

In the remainder of this subsection, we analyse 
the impact of uncertainty about the external audit 
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quality norm — that is, imprecise GAAS — on the 
production of external audit quality and compli- 
ance with GAAS. 

Graph 2 illustrates the auditor’s reaction func- 
tion q“ as a function of the degree of imprecision 
in GAAS, denoted, 5. The smaller the uncertainty 
about GAAS – the smaller is д — the larger is q, 
and the smaller g, + 5. For sufficiently small val- 
ues of д, i.e. for д smaller than a critical value 6,, 
q, is larger than q, + 5, and q, + 8 will be chosen. 
This coincides with the situation where the exter- 
nal auditor complies with GAAS with certainty. 
However, if the imprecision in GAAS is large 
enough and 6 is strictly larger than бу, q, is small- 
er than q, + д. The auditor will then produce q,, 
and he may no longer comply with GAAS. If im- 
precision becomes very large, that is if 6 is larger 
than a second critical value denoted by, б, the au- 
ditor’s optimal choice is to not comply with GAAS 
and be held liable with certainty. In that situation 
g =0. 

Graph 2 illustrates that the auditor’s reaction 
function is discontinuous at two levels of impreci- 
sion, namely ô, and ô, and that the auditor will ac- 
cept a gamble on liability if imprecision in GAAS 
takes a value within the open interval ]6,, 5,[.15 
Uncertainty or lack of precision in GAAS has the 
effect of increasing the level of quality produced, 
but only up to a certain level of imprecision, 6,,. 
Beyond that level, imprecision has a negative ef- 
fect on the production of audit quality. Graph 2 
also illustrates that for small (large) enough values 
of б, that is if 3 is strictly smaller than a critical 
value 6,, the auditor — in his self-interest — will 





15 The critical value 6, from where the auditor starts produc- 
ing g, instead of q, + 6 — that is where the auditor accepts а 
gamble and may no longer comply with GAAS — has the fol- 
wees functional form: 


ӧ,= - - + (q? +5 ii D 


The critic value 5, бш where the auditor starts producing 
q' = 0 and from beyond where he is certainly not complying 
with GAAS, has the ик functional form: 


ё, = i - [95 —(45— 26. (s, s, i 


Note inii $, is only defined ід > 3E (s, s, Lf). 

16 A critical value ё, can be defined at which the auditor pro- 
duces exactly what is demanded: 
$, = on .[5 +5, .f] 

Note that a second feasible solution is: $, = 0. In the certain- 
ty case, the auditor also exactly produces what is demanded. 

17 Note that if the directors’ optimal choices are modeled such 
that they are affected by their client-specific conjecture of 4°, 
F(q,» gq) equals expression (8). This adds a tremendous amount 
of unnecessary complexity to the analysis, which then becomes 
problematic. Given that our focus in this paper is to analyse the 
impact of vagueness in standards on external audit and financial 
statement quality levels, we prefer the assumption of competi- 
tive pricing based on expected audit quality supplied, E(g^), in- 
stead of 4", and not to get into a complex analysis of the 
strategic interplay between directors and auditors. 
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produce a higher (lower) audit quality than the 
level demanded.!$ 


Proposition 2. 
Given that GAAS are imprecise, a sufficiently 
small imprecision (i.e. ô< б.) will result in clear 
compliance with GAAS, whereas a sufficiently 
large imprecision (i.e. д = ô) will result in clear 
non-compliance with GAAS. In addition, the exter- 
nal auditor will produce a higher (lower) quality 
level than what is demanded when imprecision 
about GAAS is small, i.e. 5 < д, (large, іе. д> 6,). 
Proposition 2 is in line with the results obtained 
by Kolstad et al. (1990), who analyse the generic 
case of compliance with uncertain legal standards 
of precaution when there is only one injurer (i.e. 
here the auditor), and where subjective beliefs 
about liability are assumed to be normally distrib- 
uted. In Section 5.2 the analysis is expanded to the 
case of two potential injurers (i.e. both the direc- 
tors and the auditor). 


5.2. The directors’ demand decision under 
uncertainty 

Given that external audits are competitively 
priced, and that GAAS (as applied in the circum- 
stances) are ex ante imprecise, the audit fee paid 
by the company equals the auditor's expected cost 
of audit quality supplied, which consists of a direct 
cost component and a litigation risk premium. 


Ель д) = Clg) + LA - ва; ФЛ +5) (9) 


As noted earlier, we assume that pricing is done 
competitively over an auditor’s entire client port- 
folio, and as GAAS as (ex post) applied to the 
client-specific circumstances is ex ante imprecise, 
the expected audit quality.supplied is priced in 
individual engagements. Note that E(g" = q, 
Hence, the auditor's litigation risk premium is as- 
sumed to reflect the average performance over a 
portfolio of clients. Given this assumption," the 
auditor's compliance function, g, takes the value}. 
The audit fee in expression (9) can thus be rewrit- 
ten as: 


FQ 42) = Са) + 55; + 51) (10) 
Under vague or imprecise GAAS the directors’ 
objective function becomes: 
С (а) + Сф) + £s, * 5,4) 
+L{1—f). I5, + sag] 
Note that the directors assess auditor compli- 
ance, g, in order to determine the maximum possi- 


ble value of their fraction of future liability 
payments (i.e. the last term in expression (11)). 


ар 


5.2.1. The impact of auditor compliance on the 
directors’ decision 

The directors’ decision is now analysed given 
the assessed probability of auditor compliance, 
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Graph 2 
The auditor’s reaction q* as a function of vagueness, 5 


#(4`; 9, 9), With vague GAAS. From the analysis 
in Section 5.1 it follows that three different situa- 
tions,j € {1,2,3}, exist. First (у = 1), when uncer- 
tainty about GAAS is very small and the external 
auditor's reaction function is assessed to .be 
41, Ф) = q, + $; the auditor's compliance fünc- 
tion, g(q"; 41, 42), takes the value 1. Second ( = 2), 
when uncertainty about GAAS is very large and 
4 (9, Ф) = 0; the auditor's compliance function, 
8(4`; qi» 92), takes the value 0. Third (j = 3), the sit- 
uation where vagueness is such that the auditor 
accepts a gamble on liability and q'(q,, 42) = q,; in 
this case the auditor’s compliance function, 
8(q"; qı» 92), takes a value between 0 and 1. 

In the first case (j = 1) where the auditor рго- 
duces q, + 6 and g = 1, that is when 4” is at point 
P, in graph 2, the optimal level of overall quality 
demanded by the directors, defined as Q,", is equal 
to: 


О," = 6.9," + а, = min {Q, + £, 0.1} 
=f (f+ зо) (cz! + 6?. г} 


if Q,, > О, — €. Note that О, , represents the solu- 
tion to the directors’ optimisation problem for the 
first situation and without the constraint 0.4, + h 
< Q.. If Q,, 0, — holds, the directors’ cost min- 
imising decision is to demand no internal control 
and external auditing, since they would be held li- 
able in any case, and would therefore choose not to 


(12) 
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incur the internal control cost and the audit fee.!? 

In the second case (j = 2), when the auditor pro- 
duces q°(q;, 92) = 0, and auditor compliance g =0, 
that is when 4° is at point P, in graph 2, the opti- 
mal level of overall. quality demanded by the direc- 
tors, defined as О,“, is given by: 


о; = 0.9," +4; = min (Q. +E, 0.2} (13) 
CA. (cj + 02.с7)} 


if Q,,» Q.— £. If Q,, x Q,-€ holds, the directors’ 
cost minimising decision 15 to demand по internal 
control and external auditing. Note that Q,; is 
smaller than О, |. 

When 0 < g(4*; q,, 42) < 1 holds, the optimisa- 
tion problem occurs in its most complex form, as g 
is then a function of (9;, g,).!° The cost minimising 
lével of overall financial statement quality is de- 
fined as О, and 


18 As in the external auditor's case, this extreme result is due 
to the fact that L is treated as a constant in the analysis. In re- 
ality; however, L is a decreasing function of q, and 9,; and 
therefore there would be some marginal benefit from demand- 
ing a level of quality larger t than zero. 

Pie, 867; 4,9) = 35 qe. ~ q, + 6]. Note that we as- 
sume that = 0 [this арі? (зев = = 1]. That is, as the de- 
manded level of external audit quality increases (or 
decreases), the auditor’s response is to increase (or decrease) 
the level of audit quality produced proportionally. 
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Оз = min (Q, + €, Q,3}; 


where 
Qao C sog) (er + 92.617) (14) 
_ Los (1 —f*) 


bc, У 

if Q,, > Q, - в, and equals zero if Q,, S О, – E 
holds. Note that g* = g(q"; q“, 92°), or the value 
the auditor’s compliance function takes at the cost 
minimising financial reporting system quality de- 
manded, i.e. (д, 42°); and f" = Кат’, 4) is de- 
fined as the value the directors’ compliance 
function takes at the cost minimising financial re- 
porting system quality demanded, i.e. (дү, 42). 
Comparison of the values О.у ‚ for each situation, ј, 
reveals that: 


Q.7 < Qes < Qes 


when Q,;> Q, — € holds. That is, as the precision 
of GAAS decreases, directors demand decreasing 
levels of overall financial statement quality and 
audit quality, ceteris paribus. Appendix 1 provides 
a proof. 


5.2.2. The effect of uncertainty, £, on the 
directors' decision for alternative levels of 
auditor compliance (g) 

Similar to the analysis in section 5.1, three types 
of critical values can be defined for the directors' 
uncertainty, £, concerning the level of overall fi- 
nancial statement quality which establishes their 
own due diligence, denoted by е,, £j, and €,. Each 
type of critical £-value will however take different 
valües depending on the degree of uncertainty the 
auditor is facing regarding GAAS, and hence de- 
pending on the value 9" takes. Thus for each situa- 
tion, j, discussed in section 5.2.1, the critical 
values £, ;, €, and €, ; will differ. 

The critical value e , 18 defined as the level of di- 
rectors’ uncertainty at which Оу =О.+Е=0., 
holds. Газа, , the directors Will decide to de- 
mand quality levels that always comply -with the 
court’s norm, and will never be held liable. The 
critical value £,; is defined as the level of uncer- 
tainty at which О. = О. - £, and the directors’ de- 
cision is that О, = 0. If € > &,, the directors will 
certainly not comply with the court’s norm. If 
vagueness about the directors’ due diligence stan- 
dard is such that g takes a value within the open in- 
terval Је,» =. [, directors will demand a level of 
overall financial statement quality equal to Q, ; and 
accept a gamble on their liability. Finally, the crit- 
ical уаше.=, , is defined as the level of uncertainty 
at which О; = ЕГО] = О, holds. Table A.i in 
Appendix 2 gives an overview of the critical val- 


20 This result also holds for situation 3 where 0 < g* < 1 
holds, since £,4 > 8,2 and £j, < £j, holds (see Table A.1 in 
Appendix 2) 
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ues on € for each situation, j, of assessed auditor 
compliance, g. From Table A.1 it is clear by in- 
spection that: 


£,1 - из > Erz 
and 
E > E3 > Ez 


Graph 3 illustrates the directors’ choice, А ‚аза 
function of £ and for the two extreme cases, name- 
ly when uncertainty for auditors is small (situation 
j = 1 discussed in 42.1 above, where g = 1) and 
large (situation j = 2 where g = 0). Recall that 
when auditor compliance is assessed to be zero, 
the auditors will always be held liable. It is clear 
from graph 3 that the directors’ optimal decision 
lines Q are discontinuous at two levels of uncer- 
tainty, Le. =, апа £; and that these critical values 
change in j. 

Graph 3 also shows that, for any given level of 
uncertainty, £, about the directors due care level, 
О,“ will never be strictly larger than Qj; that is, 
directors will never demand more overall financial 
statement quality when uncertainty about the audi- 
tors due care level, 5, is large (that is when j = 2 
such that g = 0) than when д is small (that is when 
j= 1 such that g = 1). Uncertainty about the audi- 
tor’s due care level, however, does not affect the 
directors’ decision when uncertainty about the di- 
rectors’ own due care is either small or large. In 
graph 3 the О, and О," curves then coincide. That 
is, if € < €,., the directors’ decision is to demand 
Q; =Q, + £ for all situations of auditor compli- 
ance „j fez = 6. The directors’ decision is to de- 
mand оѓ = 0 for all situations of auditor 
compliance, 7. J2 If uncertaint ty about the directors’ 
own due care level is neither large nor small, and 
is such that €,, < € < £j, holds, the degree of 
vagueness in GAAS affects the directors’ decision. 
When 6 is large, such that g = 0, directors’ will de- 
mand either Q,, or nothing, depending on the 
value = takes within that interval. However, when 
б is small, such that g = 1, the directors will de- 
mand Q, + £, if € <€,,,0r Q,, if £j; < Е < E,). 
Since both Q, + € and О, , are larger than Q,», it 
can be concluded for any level of directors' uncer- 
tainty € within the interval Je, >, €,,[ it holds that 
Q «Q^. 

Note that not only Q*, < 0", holds when ғ € 
16,2, 8, 1[. The levels of both internal control and 
external audit quality demanded will be larger 
when GAAS are precise (and g = 1) than when 
GAAS are uncertain (and 2 = 0). This can be con- 
cluded from Table A.2 in Appendix 3, which gives 
a summary overview of the directors’ decision on 
О", q^, ; and q^; and the auditor’s decision on q 
for alternative combinations of levels of € and б. 

When the auditor's uncertainty, 5, is such that 
0 < g' < 1 holds, ће Q,, curve will be located 
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The directors! choice as a function of vagueness in due care standards, € 





somewhere in between ће Q,, curve and the Q, , 
curve in graph 3. The exact shape and location will 
depend on the size of the optimal g”. Нее ]=,3, 
£j4[. the directors’ choice will be smaller than 
when g = 1, but larger than when g = 0. 


Proposition 3. 

When the uncertainty about the due care level ap- 
plying to the directors is sufficiently small?! un- 
certainty about GAAS (the degree of imprecision 
т GAAS) does not affect the directors’ quality de- 
cision, and directors will demand a level of over- 
all financial statement quality such that they 
comply with certainty with the due care level. 


Proposition 4. | 

If uncertainty about the directors’ due care level is 
sufficiently large,” and if imprecision in GAAS is 
so large that auditors are liable with certainty? 
directors will demand less overall financial state- 


ment quality and external audit quality than when | . 


auditors are not liable with certainty” 
The intuition behind Proposition 4 is as follows. 
When auditors are liable with certainty, the direc- 





21 By this it is meant that € < £2. 

22 By this it is meant that => €, 9. 

23 By this it is meant that 6 is such that g = 0. If g = 0, ex- 
ternal auditors are believed to be always held liable. Therefore 
they can be seen as insurers. 

4 Unless £ > £; ү, then О", = 0°, = 0. 





tors’ expected damage payments decrease, and the 
marginal benefit from demanding external audit 
services is lower at all feasible levels of demand. A 
lower level of audit quality demanded is the result. 


6. Empirical predictions and possible tests 
The analyses and related propositions concerning 
the effects of varying degrees of vagueness or im- 
precision in GAAS and varying vagueness or im- 
precision in legal standards of due care that apply 
to directors developed in the previous sections of 
the paper, yield the following hypotheses: 


H,: Decreasing the precision of GAAS, given that 
the imprecision of due care standards for 
directors is beyond a certain critical value, 
decreases overall financial statement quality, 
the quality of internal controls, and the quality 
of external auditing demanded. 


: Beyond a certain critical value, decreasing the 
precision of GAAS decreases the quality of 
external auditing produced (auditor effort) 
relative to the audit quality demanded. 


: Beyond a certain critical value, decreasing the 
precision of GAAS increases the probability 
that the auditor will be found in non-compli- 
ance with GAAS (i.e. negligent). 


To test these hypotheses, it is necessary to iden- 
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tify contexts where the precision of GAAS varies 
systematically. Three possible approaches to such 
tests involve 1) international comparisons, 2) 
inter-industry comparisons and 3) inter-temporal 
comparisons. 


6.1. International comparisons 

As noted earlier, the US Statements on Auditing 
Standards and related PCAOB auditing standards 
are generally recognised as being more detailed 
and precise than auditing standards in any other 
country. In addition, GAAS in the industrialised 
countries (e.g. the Group of Seven, the countries of 
the European Union), many of which have essen- 
tially adopted the International Standards on 
Auditing (ISAs), are likely to be more precise than 
standards in developing countries (e.g. China) that 
are in the process of developing effective auditing 
institutions. Of course, the assessment of degree of 
precision in standards by a researcher should re- 
flect the circumstances relating to a country at the 
time of a study. Since audit quality choice is ob- 
servable in the choice of auditor class (Big 4 vs. 
non-Big 4), H1 implies that Big 4 firms’ overall 
audit market shares should be positively correlated 
with the precision of countries’ auditing standards. 

Note that international comparisons are subject 
to a potentially serious correlated omitted vari- 
ables problem. For example, the legal environ- 
ment, the development of capital markets, and the 
degree of enforcement of standards likely also 
vary systematically across these areas (see, for ex- 
ample, La Porta et al., 1997). These omitted fac- 
tors can also affect both the demand and supply of 
audit quality, and would need to be controlled. 

Some evidence concerning H2 could be obtained 
by comparing the audit fees charged by Big 4 
firms for clients of given size across countries 
where the precision of GAAS varies. The argu- 
ment here is that restricting the evidence to the Big 
4 firms controls for audit quality, while actual 
audit fees (for clients of given size) measure the 
level of effort 

Finally, international comparisons of litigation 
rates facing the Big 4 firms could provide evidence 
related to H}. The argument is that auditors will be 
motivated to reduce their effort level and gamble 
: on violating (or knowingly violate) GAAS, the 
lower is the precision of GAAS. Again, focusing 
on Big 4 firms controls for the level of audit qual- 
ity demanded. The proportion of audits performed 
where a Big 4 auditor is found to be negligent ex 
post would be an appropriate litigation rate meas- 
ure, and these rates should be negatively correlat- 
ed with the degree of precision of countries' 
auditing standards. 

A test of H4 comparing Big 4 litigation rates 
across countries will be influenced by the fact that 
the ‘onerousness’ of litigation regimes from an au- 
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ditor's perspective also varies across countries (see 
Wingate, 1997). However, the effect of differences 
in legal regimes on litigation rates is unclear. A 
more onerous regime will tend to increase in- 
vestors' and creditors’ propensity to sue (increas- 
ing litigation rates) while also increasing auditors' 
effort levels as a defensive measure (decreasing 
the rate of successful litigation). 


6.2. Inter-industry comparisons 

Another approach to testing our hypotheses is to 
compare auditor choice, auditor effort levels, and 
litigation rates across audits in different client in- 
dustries where the precision of GAAS varies. The 
advantage of using inter-industry comparisons is 
that data can be restricted to one country, thereby 
controlling for many potential confounding fac- 
tors. The difficulty is to identify systematic differ- 
ences in the precision of auditing standards across 
industries. А reasonable solution is to consider the 
client industries where professional accounting 
bodies have deemed it appropriate to publish addi- 
tional detailed guidance (beyond generic stan- 
dards) as having relatively more precise GAAS. 


6.3. Inter-temporal comparisons 

A third general approach to testing our hypothe- 
ses is to make comparisons of auditor choice, au- 
ditor effort, and auditor litigation rates over time in 
a country that changes the precision of its auditing 
standards. For example, the adoption of ISAs by 
the EU in 2005 likely changed the precision of 
standards in some countries. Ап appropriate test 
would be to make relevant comparisons before and 
after these changes. As with inter-industry tests, 
inter-temporal comparisons would control for 
many extraneous factors while allowing larger 
sample sizes and thus more powerful tests to be 
constructed. This seems a useful area for future re- 
search as we know of no existing tests of this type 
in published work. 


7. Conclusions 
This paper examines the effects of imprecision in 
due diligence standards that apply to corporate di- 
rectors (i.e. legal standards) and to external audi- 
tors (i.e. GAAS) on the demand and supply of 
overall financial statement quality (i.e. the proba- 
bility that audited financial statements contain ma- 
terial misstatements), internal control quality, and 
external audit quality. We note that when the due 
care standards applying to directors and external 
auditors are precise and the penalty for violations 
is sufficiently large, both auditors and directors 
will comply with the standards. Uncertainty about 
the respective due care levels of directors and ex- 
ternal auditors changes both parties' behaviour. 

A relatively small degree of imprecision in 
GAAS causes an auditor to exert more effort, 


Vol. 37 Мо. 3. 2007 


thereby increasing the quality of auditing pro- 
duced. As GAAS become more imprecise, the au- 
ditor exerts less effort and risks being held liable to 
third parties. With extremely imprecise GAAS, the 
auditor does nothing, and simply bears the legal 
consequences. In situations where the auditor risks 
being held liable to investors (or is liable with cer- 
tainty), the audit fee incorporates an expected loss 
or ‘risk premium’. 

When uncertainty about the directors’ due care 
level is minimal, the degree of imprecision in 
GAAS and the resulting behaviour of the auditor 
are irrelevant to directors. Directors will always 
demand a level of financial statement quality such 
that they comply with due care standards with cer- 
tainty. For larger levels of uncertainty about the di- 
rectors’ due care level, the precision of GAAS 
becomes relevant to the director’s demand deci- 
sion. Our analysis shows that in this situation a 
lower level of external audit quality is demanded 
as auditing standards become more imprecise. 
This is because reducing the precision of GAAS 
motivates auditors to produce a lower level of 
audit quality (i.e. exert less effort). When external 





Г Appendix 1 


We need to prove that: а) Q,, > Q.2,b) Qei > Qaa and с) Q,, > Q,». It is clear from inspection that conditions 


a) and b) hold since: 
E (2+ sert 0? cri) > 2.9. (ert 6? ert), and (АЛ) 
1, = т L ж Е Е L8?s,(1— f* 
ze ser 02. er) >E (+ sig) (er! 0? e) Е (A.2) 


lowing must be true: 
ӧс, . = 


1801-7) (Ls 


Е (я cola 02.607) — 
с (5 +528 (e; + 02. c’) 5с, ч 





value q, takes in situation 3 (when.0 < g* < 1). 


If (AA) holds, then Q,; > О, is true [ i.e. the overall financial statement quality demanded would be larger when 
auditor compliance is zero than when it takes a value between zero and one]. However, q | g=0< М 
(i.e. external audit quality demand is smaller when auditor compliance is zero than when it takes a va 
tween zero and one). This is clear from inspection of Table A.2 in Appendix 2 [i.e. 4-2 « L-.(71-- ,.g")]. Hence, | 
ceteris paribus, q |, -g $ < фо — 5 must also hold. Should 0,2 > { 
ceteris paribus, } > №". Now if f > fy", then д =0 > dejo < <1» Since 4, = £. [52 + s, - f^]. However, in 
situation 2 auditor compliance, g*, equals zero in equilibrium, which implies аба, в=0<4 |g=0 — Ô. Since 
42 0<8<1-8> dy в-0- 9 and дк =0 > Jojo < gt <1 it follows that, ceteris paribus, auditor compliance, 5", 
would take a value strictly smaller than zero in situation 3 — which is not feasible — should Q, > Q, be true. 
Therefore О, > О, з cannot be a feasible solution to the minimisation problem in situation 3. | 





because all parameters take non-negative values, and 0 < 2* < 1 in exp. (A 2). For condition c) to hold, the fol- 


L 25. (1 
E G + 5.8") (51+ 02. ey!) - eS) p A (cy! + 02. cr’), 


Since the second term on the left hand side of the inequality sign is negative, it could well be that for some 
combinations of parameter values condition A.3 is not fulfilled, and: * 


2 (ey! + 0? . c’), 


would hold. However the latter situation could never coincide with a feasible solution to the cost minimisation 
problem. Let q | g+ =0 be the value q,” takes in situation 2 (when g* = 0); d; |o <gt<1 be the value q;' takes in 
situation 3 (when 0 < g* < 1); 9:15" =0 be the value q, takes in situation 2 (when g* = 0); and dejo « ;* <1 be the 
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audit quality production is low, cost minimising 
directors will demand less external auditing. 

The analyses in the paper yield several potential- 
ly testable empirical implications 

for auditor choice, auditor effort, and auditor lit- 
igation rates as the vagueness of GAAS varies. 
However, designing such tests will be challenging 
since both international and inter-industry compar- 
isons must (somehow) control for the many extra- 
neous differences across countries and industries. 
A useful alternative approach may be to compare 
auditor choices, effort, and litigation rates over 
time within a country that changes the precision of 
its auditing standards. | 

To conclude, we believe that the relative preci- 
sion of auditing standards is an important factor 
that interacts with the litigation environment to in- 
fluence the behaviour of auditors and company di- 
rectors, hence the supply of and demand for audit 
services. Given these effects, understanding the 
consequences of varying precision in standards 
should be important not only to auditors, but also 
to standard setters who seek to understand the eco- 
nomic consequences of their activities. 





(АЗ) 


(AA) 


ha 
ue be- 


2 E 
О.з be true, then, 
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Appendix 2 
Table A.1 


Critical values on € for alternative situations of assessed auditor compliance, g 


Critical £-value Formula 





EQ, + (Q? + 41.7 + з) (су! + Ө2.с171))!0] 


Corresponding 
value for g 





8=1 


-L Q, + (Q2 + 4L. er + 82er" 


[- Q, + (Q? + AL. + sg") er 92.77) —A)!”] 


- [Q. - (Q? -4L (F + s) (c7 + 02.71) 


-[Q. - (Q 4.02) (сг 


-[Q. - (Q? - 4L + s^) (ez? 


Qu + 5)(c7 + 02.1!) 
с. Ger 1 4.02.07!) 
2 


Note: A = Г). 
$e, 


1+ 02.c 79) 12] 


+ 92 ср) - AY] 


+ A). s.) (07 + 02.07) 
2 


Subscript 1 represents the critical values when g* = 1, subscript 2 represents the critical values when &* = 0, 
and subscript 3 represents the critical values when 0 < 2" < 1. 
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Comments on deprival value and 
standard setting in measurement: 

from a symposium to celebrate the work 
of Professor William T. Baxter 


Edited by Pauline Weetman 


Note. The opinions that appear in this Comment are the personal views of the respective 
contributors to this Comment and not those of their employers or affiliates. 


1. Editorial introduction 
In July 2006 the London School of Economics (LSE) 
hosted a Symposium to celebrate the work of 
Professor William T. Baxter. The influence and con- 
tinuing significance of Baxter's work was discussed 
by experts from a range of academic and practition- 
er perspectives on the nature, relevance and useful- 
ness of the concept of deprival value, with some 
views on the direction to be taken in setting meas- 
urement standards. In introducing their views, each 
speaker paid particular tribute to Baxter and then 
discussed a personal perception of the influence of 
his work. This summary of their presentations is of- 
fered as a comment on, and celebration of, the rele- 
vance of Baxter's work in the expectation that the 
various perspectives will provide useful ideas for 
those whose research relates to the current debates 
on measurement and standard setting in accounting. 
The comments begin with three retrospective 
analyses. Sir lan Byatt, past Director General of the 
Office of Water Services, spoke on deprival value 
and its use in the utilities. Peter Holgate, senior 
technical partner at PricewaterhouseCoopers, re- 
viewed the uses of deprival value in previous peri- 
ods when inflation accounting was higher on the 
agenda. Professor Michael Bromwich, of the 
Department of Accounting and Finance at the 
London School of Economics, noted Baxter s central 
role in the sequence of very active development of 
theories of accounting measurement. With a focus 
on the present, Professor Shyam Sunder of Yale 
University reflected on Baxter's perception of the 
role of accounting standards. Dr Joanne Horton, 
senior lecturer in the Department of Accounting and 
Finance at the London School of Economics, out- 
lined continuing debates on deprival value and re- 
lief value. Professor Ken Peasnell of Lancaster 
University reviewed the position of deprival value 
today. Professor Richard Macve of the London 


School of Economics drew the discussion to a close. 
The editor is grateful to an anonymous reviewer for 
suggestions on presenting this series of comments. 


2. Sir Ian Byatt: deprival value and its use 
in the utilities 

William Baxter established the principle of depri- 
val value in modern day accounting. I will illus- 
trate its use in nationalised and privatised utilities 
in the UK. I will show how it was critical to setting 
an initial regulatory capital value. 

When setting out the principles for asset valua- 
tion, Baxter argued that the basis selected should 
bear in mind ‘the nature of the assets or liabilities 
concerned and the circumstances involved’. My 
task today is to talk about how my colleagues and 
I, working in the utility field (mainly as regulators 
or quasi-regulators) have applied, and tried to 
apply, these principles. My most recent example 
comes from my work this week. On Monday, I was 
a member of a three-man expert panel advising a 
national utility regulator. А key task was to advise 
on the regulatory capital value of the publicly 
owned electricity company. So far, the various par- 
ties have got into analytic complications that are 
generating a great deal of heat. Our task is to find 
a way ahead that can enable the parties to move in 
a systematic way to price control decisions that 
would cover the next six years. I believe that 
Baxter's work on deprival value will help us in this 
task. All three of us are economists and found our- 
selves in discussion with a chartered accountant; I 
am glad to be able to tell you that I successfully 
disarmed him by referring to Baxter and his work. 

The story of my involvement with deprival value 
goes back a long way — to the days when I was 
working in the Treasury on matters concerning na- 
tionalised industries. (The Government did not, of 
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course, regulate nationalised industries, И spon- 
sored them, but the Treasury at least tried to main- 
tain some kind of financial discipline.) This 
financial discipline was constantly subject to 
stress, for a variety of day-to-day reasons, some 
connected with ministerial activity or inactivity, 
and some concerned with the behaviour of the in- 
dustries themselves. In 1961, in 1967 and again in 
1976, the Treasury took major steps to embed bet- 
ter discipline in the system of control. In 1961, the 
government established a system of financial tar- 
gets, to ensure five-year break even on Revenue 
Account, supplementary depreciation to cover in- 
flationary erosion of historical cost accounting de- 
preciation and a current contribution to future 
capital investment. But the issues of a rate of re- 
turn on all assets and their capital value were not 
addressed. In 1967 economics ruled, with the use 
of discounted cash flow investment appraisal and 
marginal cost pricing. Accounting costs were to be 
covered, but nowhere was there any discussion of 
what that might mean. 

In 1976, the Treasury moved back towards look- 
ing at overall returns rather than returns on proj- 
ects, and at overall long run prices rather than at 
prices of specific services. It developed the notion 
of a required rate of return to be applied to the fu- 
ture capital programme as a whole. But the impor- 
tant issue of the return on existing assets was not 
addressed. This latter issue was first explored offi- 
cially in the first part of the 1980s, when a group 
of accountants and economists came together to 
advise the Treasury on the use of accounting poli- 
cies in achieving a proper return on nationalised 
industry capital. In this group, we used deprival 
value as the correct approach to asset valuation, 
linking it to the need to make an appropriate return 
on assets after maintaining real financial capital. 
This was heady stuff, and met plenty of opposi- 
tion, not least from the nationalised industries 
themselves. It was intellectually challenging and 
intellectually productive. But it was not tested in 
practice. Who knows what would have resulted 
had privatisation not intervened! I am glad to say 
that privatisation turned out to be an ideal oppor- 
tunity to establish these modern accounting prac- 
tices in the utilities, and to give them a crucial role 
in the properly recording of facts and in the 
process of decision making. 

Because of the need to protect property rights in 
existing assets, regulatory capital values needed to 
be established. The principles of deprival value, as 
set out by Will Baxter, were the tools for the job. 
The starting capital value was the capitalised earn- 
ing power of the assets, as established in the mar- 





! The Water Services Regulation Authority (Ofwat) is the 
economic regulator of the water and sewerage industry in 
England and Wales. http://www.ofwat.gov.uk 
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ket. Sale value provided a good measure of depri- 
val value. This could then be rolled forward to 
allow for new investment and for depreciation. 
Returns to these capital values were measured on а 
financial capital maintenance basis. Because the 
regulatory regimes were ‘inflation proofed’, i.e. 
operated through price caps based on a retail price 
index (the version known as ‘RPI-X’ which ex- 
cluded housing mortgage interest costs), regulato- 
ry accounts were specified in current cost terms. 
The combination of looking forward at costs and 
backward at performance was a winning combina- 
tion. The regulatory accounts monitor the results 
of the price setting. These accounts must link to 
the forward looking financial model. If not, confu- 
sion inevitably arises. At Ofwat! in the 1990s, 
where I can speak with most authority, the moni- 
toring of the return on the regulatory capital value 
in the regulatory accounts was a key element in 
regulatory policy. It was also a major element in 
explaining to all the interested parties (stakehold- 
ers — including customers, the regulated compa- 
nies, the financial markets and the public 
generally) what was going on and so influencing 
expectations as to future regulatory action. Simple 
numbers are the key to good communication, to 
establishing proper incentives and to making good 
decisions. But simple numbers are not constructed 
simply, nor constructed on intuitively obvious 
principles. 

Sir Ian Byatt concluded with appreciation of the 
lead given by Professor Baxter in setting a practi- 
cal and intellectually robust route, enabling the 
development of regulation on a sound accounting 
basis, and for explaining the principles clearly and 
elegantly, for reminding us to look at the circum- 
stances involved, for keeping the complications in 
their place and for relating what he said and wrote 
to the real business issues requiring attention. 


3. Peter Holgate: uses of deprival value 

I have been asked to say a few words about depri- 
val value from the perspective of accounting stan- 
dard setters in the UK. From my time on the 
technical staff of the Accounting Standards 
Committee (1981 to 1986) and more recently as a 
practitioner, I have followed this subject with 
some interest. As we know, deprival value is de- 
fined as the lower of current replacement cost and 
recoverable amount (Baxter called this 'future 
contribution’). Recoverable amount is the higher 
of value in use (net present value of cash flows) 
and net realisable value. Deprival value has been 
much championed by Will Baxter, though he ac- 
knowledges that ‘the concept was probably first 
discussed in depth by Professor J.C. Bonbright of 
Columbia University’. Baxter (1984), in a work on 
inflation accounting, notes that ‘it [deprival value] 
has been tacitly adopted by the British Standard 
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setters, but is sadly neglected in the USA’. 
Deprival value has indeed been used by UK stan- 
dard setters extensively, though not by that name. 
It was generally called ‘value to the business’ or 
‘current cost’. As such, it featured in the 
Sandilands Report (HMSO, 1975), the Exposure 
Drafts ED 18 (ASC, 1976) and ED 24 (ASC, 
1979) and the Statement of Standard Accounting 
Practice SSAP 16 (ASC, 1980). It also featured in 
the Accounting Standards Committee’s Accounting 
for the effects of changing prices — a handbook 
(ASC, 1986). During the 1990s it found its way 
into the Accounting Standards Board’s Statement 
of Principles (ASB, 1999). 

Of course, the inflation accounting story in the 
UK was not exactly a happy one. In the mid and 
late 1970s, there was high inflation which was 
seen to be distorting the measurement of profits 
and assets. Although there was some agreement 
that this was a problem, there was little agreement 
as to what should be done about it. For one thing 
there was the dispute about whether to use Current 
Purchasing Power (CPP) or Current Cost 
Accounting (CCA) ~ i.e. general inflation restate- 
ment or accounting for specific price changes. 
CCA ‘won the day’ but its day lasted, as it were, 
only for a few years. After Sandilands and two ex- 
posure drafts, SSAP 16 was put in place. It never 
was popular and, although there was initially good 
compliance with it, a few refused and gradually 
more and more companies joined them, rendering 
it unenforceable. There was really no effective en- 
forcement regime at the time. Eventually, by about 
1984, SSAP 16 had to be withdrawn. Of course 
that does not mean it was in any sense wrong — 
SSAP 16 had to be withdrawn for wider reasons. It 
was not the case that people disagreed with depri- 
val value (or current cost) as a basis for measuring 
assets. It was because of objection to the inflation 
accounting proposition as a whole; its complexity; 
the lack of understanding by companies and users; 
the effect of reducing profits — not popular with fi- 
nance directors and even less popular with chief 
executive officers; the fact that tax was levied on 
an historical cost basis; and the fact that inflation 
was high in the mid and late 1970s but started to 
reduce in the 1980s. 

In the downfall of SSAP 16 there was no signif- 
icant objection, as I recall, to the notion of depri- 
val value. Indeed today, when assets are revalued 
selectively, the deprival value notion plays a major 
part. For example, the revaluation model of the 
International Accounting Standard IAS 16 
Property, Plant and Equipment requires that assets 
are stated at ‘fair value at the date of the revalua- 


2 Editor’s note: See also van Zijl and Whittington (2006) 
and Walton (2006) for recent contributions to the debate in this 
journal. 
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tion, less any subsequent accumulated deprecation 
and subsequent accumulated impairment losses’ 
(IASB, 2007: para. 31). Time does not permit a 
discussion of fair value and what that means (for 
example the US standard setters are currently re- 
engineering it to mean exit value, i.e. likely dis- 
posal proceeds), but we can see part of deprival 
value in the words ‘less impairment losses’. 
Indeed, deprival value is central to the UK and 
IFRS approach to impairment (whether the asset is 
at cost or at value of some kind). A discussion 
paper on Measurement at Initial Recognition 
(IASB, 2005) analyses a number of options and in- 
cluded on page 61 is deprival value. Nor is its use 
confined to assets. Baxter’s model in the context of 
liabilities is called ‘Relief Value’. Andrew 
Lennard, as technical director of the UK 
Accounting Standards Board (ASB) has published 
a paper on Liabilities and how to account for them 
(Lennard, 2003). So we can safely say that 
Baxter’s ideas live on in many ways — in relation 
to liabilities as well as to assets and, perhaps more 
importantly, in North America and on the interna- 
tional scene as well as in the UK To be fair, much 
of this "living on' is in institutes and standard-set- 
ters, as well as in universities. But it also lives on 
in what passes for the real world. 1 was giving a 
seminar to some non-executive directors recently 
— mostly about the development of International 
Financial Reporting Standards — and in the ‘ques- 
tions and answers' session one of them asked me 
whether any work was taking place on inflation ac- 
counting. He pointed out that inflation was cur- 
rently low but might not always be. Was there any 
contingency plan for inflation accounting? I had to 
acknowledge that it had received very little atten- 
tion in these recent years — due largely to low in- 
flation. What attention there had been was centred 
on financial instruments and pensions, in contrast 
to the focus of SSAP 16 Statement of Standard 
Accounting Practice (ASC, 1980) on non-financial 
assets such as plant, equipment and inventories. 
I also had to acknowledge that if it did recur, there 
would be a whole generation of accountants and 
business people asking — as if for the first time — 
questions about how to account for inflation. I 
wonder where they will look for guidance? 


4. Professor Michael Bromwich: 


the summit of accounting theory 

Professor Bromwich summarised the range of nor- 
mative theories of valuation that were developed, 
debated and discussed over several years. He de- 
scribed the debate, played out in books of exem- 
plary analytical standard as ‘the battle of the 
ought-to’. The theories drew on social sciences, 
principally economic analysis. As examples, his- 
torical accounting was supported by ljiri. (1975) 
while the concepts underpinning historical cost 
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accounting were analysed by Paton and Littleton 
(1940). Exit values were supported by MacNeal 
(1939), Chambers (1966) and Sterling (1979). 
Entry values, based on replacement cost, were 
favoured by Edwards and Bell (1961). Opportunity 
cost, which featured prominently in Baxter's dis- 
cussions, is found also in Canning (1929). The 
concept of deprival value as a means of reconcil- 
ing positions on exit prices and entry prices, de- 
pending on the choices available to entities, is 
described by Solomons (1966) and Baxter (2003) 
drawing on principles set out by Bonbright (1937) 
whom Baxter had visited. Bromwich pointed out 
that the authors of these works, including Baxter, 
thought about value throughout their working 
lives. There is an irony that those who could influ- 
ence standard setting, particularly the Financial 
Accounting Standards Board in the US, appear to 
prefer that management judgment should not have 
a role in the measurement of assets and liabilities. 
Professor Bromwich concluded with the view that 
we need the judgment of managers in valuation. 


5. Shyam Sunder: not by Will — Baxter 
and the rise of authoritative accounting 


standards 

Scholars retain their perspective in the face of op- 
position, ignorance, fashion-of-the-day, even prej- 
udice. Access to the ears of princes rarely helps 
either the scholarship or the authority. William T. 
Baxter was among the first, if not the first, to 
recognise and articulate the deleterious conse- 
quences of authoritative measurement standards 
for accounting as a profession, academic disci- 
pline, and subject of university instruction. Yet, his 
career coincided with the rise of such standards. 
Today, as we stand at the verge of global triumph 
of standards and authority over individual analysis 
and judgment in accounting measurement, doubts 
about the wisdom of this approach are beginning 
to take hold. Baxter would be too gracious to have 
the last laugh. 

Unlike most people here, I did not have the op- 
portunity to study as Will Baxter's student. I met 
him a few times during his visits to the United 
States and my visit to the London School of 
Economics. I know him mostly from his writings, 
especially about the role of authority in setting and 
enforcing accounting standards. In these remarks, 
I would like to outline how his writings have af- 
fected my own thinking and work. 

First, Baxter was not opposed to accounting 
standards per se. He recognised the value, indeed 
the necessity, of many kinds of standards to make 
our life, in accounting and elsewhere, easier and 
tolerable. Rules of the road — drive to the left (or 
right, as the case may be) is a familiar example. 

Life would be difficult without the coordination 
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facilitated by standards. In a recent working paper, 
Karim Jamal of the University of Alberta and I 
(Jamal and Sunder, 2006) found that in the US 
alone there are more than 500 standard-setting or- 
ganisations and more than 15,000 standards devel- 
oped by these organisations are in place. We take 
for granted the convenience of standards for volt- 
age of electrical power, internet protocols, even 
height of the tables and chairs in this room. Better 
coordination of our activities is prized in human 
societies. Standards serve that function in all walks 
of life. Financial accounting standards are just a 
special case. 

What, then, were Baxter’s reservations about 
standards? He was skeptical, even critical, of 
measurement standards backed by the enforce- 
ment power of authority. There is no compelling 
reason for a single theory or conceptual framework 
for financial reporting — whether it is fair value or 
stewardship — to receive the imprimatur of author- 
ity over others (FASB, 2006). Theories must be 
left for open debate and judgment to be resolved 
by logic and evidence, not authority. Baxter, wor- 
ried about the deleterious effects of authoritative 
pronouncements on the nature of practice, scholar- 
ly debate, content of text books, classroom disclo- 
sure, and ultimately on the quality of talent that 
might be attracted to a profession which is reduced 
to a search of the rule book. Search engines are 
free, and so will be the ultimate value of the serv- 
ices of an accountant stripped of the freedom to 
contemplate and exercise judgment. 

Although Baxter wrote his analysis more than 
half a century ago, his words sound incredibly pre- 
scient today: 


‘Similarly, official recommendations by an insti- 
tute of engineers would have to be framed with 
some care. Assume, for instance, that it advised 
its members to build bridges in a uniform way, 
based on the best current knowledge. For a 
while, standards might well be raised. But re- 
search would in time point to better bridges; 
nonconformist bodies of engineers would be free 
to build these, while the orthodox would be de- 
nied the fruits of advancing science. 


‘... Authority may thus rest (at one end of the 
scale) on prestige only, and (at the other) on 
power. Occasionally the brilliance of a single 
thinker can cause his views to be treated with 
deference. A close-knit school of able thinkers 
may well dominate opinion to an unhealthy 
point — even if they lack organisation and can 
impose no sanctions. The harm becomes vastly 
more formidable when the authority controls ed- 
ucation, or can mould adult opinion. It reaches 
its worst when authority has total power. In its 
extreme forms, we are all agreed that it is evil — 
and that the evil persists whether or not the 
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views that it promulgates happen to seem true or 
false.’ (Baxter, 1951, in Baxter and Davidson, 
1962: 421-2) 


Second, Baxter understood all too well the false 
dichotomy of positive and normative research, and 
the unhealthy consequences of the dichotomy for a 
discipline like accounting that must keep one leg 
in social sciences and the other in engineering. 
Starting from the 1950s criticism of management 
programmes in the US as a wasteland of vocation- 
alism, the pendulum of scholarship swung towards 
social sciences to the present state in which policy 
research has become a dirty word in some ac- 
counting circles. Baxter’s second concern was a 
judicious balance bezween scientific aspects of ac- 
counting and the policy implications of what we 
do. We cannot risk being just social scientists, nor 
just prescribers. In the domain of business, we 
must bear the burden of doing both — the physics 
as well as engineering of management and ac- 
counting. 

This approach is illustrated beautifully by the in- 
clusion of Jack Kitchen’s article ‘Costing 
Terminology’ in Baxter and Davidson (1962). 
Kitchen (1954) pointed out simply, but brilliantly, 
how meaning in language must depend on uncer- 
tainty. The value of a word — ‘cat’ or ‘house’ or ‘аз- 
sets’ — would be lost if it could only be used for 
exactly identical objects. ‘House,’ for example, is 
a general concept, referring to a variety of existing 
and not-yet-conceived-of constructions. Whether 
the word ‘house’ is to be used for a particular con- 
struction must necessarily remain a matter of judg- 
ment of the speakers. This centrality of judgment 
and variation in usage is the essence of all natural 
languages. When we strip the language of ambigu- 
ity and variation in meaning, we reduce it to some- 
thing artificial and sterile (Fearnley and Sunder, 
2006). The logic as well as the social science of 
linguistics leads to deep skepticism about the value 
of officially declared definitions by accounting in- 
stitutes that Kitchen criticised. The value of the 
Oxford English Dictionary derives not from its en- 
forcement authority but from its encyclopedic in- 
ventory of usage of words in the past and present. 
Dictionaries compete for our allegiance in a world 
with less than perfect coordination of speech. 
English dominates the world today not because an 
official academy defines and enforces correct 
usage, but because of its flexibility and openness 
to new words and new usages of old words. 

Finally, I would like to mention Baxter's deep 
concern about the impact of authoritative stan- 
dards and definitions on education and attracting 





5 Baxter is referring here to accounting recommendations of 
а professional accountancy body which might today be equat- 
ed with accounting standards. 
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talent to the accounting profession. He wrote: 


‘The recommendations? must therefore have a 
considerable influence on the thought of the ma- 
ture accountant. On the immature mind — that of 
a young man in training — their impact must be 
deep. They are given conspicuous place in his 
textbooks and correspondence courses, and so 
play a large part in moulding his views when 
he is still impressionable and uncritical. They 
naturally appeal to the feebler type of teacher, 
who finds it easier to recite an official creed than 
to lead a brisk argument. Even before the days of 
recommendations, accounting textbooks and 
teachers preferred in general to state facts rather 
than explore theories. Their main concern was 
painstaking description of normal practice; scant 
space was accorded to the reasoning behind the 
practice, and next to nothing was said of contro- 
versy. This dull and sterile approach has now 
been made far more likely. If an official answer 
is available to a problem, why should a teacher 
burden his examination candidates with other 
views?’ (Baxter, 1951, in Baxter and Davidson, 
1962:422-3) 


Fortunately, as their more recent proposals 
suggest (FASB, 2006), the Financial Accounting 
Standards Board and the International Accounting 
Standards Board may yet benefit from Baxter's 
thought. 


6. Joanne Horton: continuing debates over 


deprival and relief value 

It is an honour to have been invited to contribute 
today to this Symposium celebrating the work of 
Will Baxter. Although I was never his student I 
feel as though he was one of my most important 
teachers, as everything I learned about financial 
accounting and reporting in my degree at 
Aberystwyth centred on Hicks and deprival value. 
And now I find myself teaching the MSc students 
here at LSE the equivalent of the *valuation theo- 
ry' course that Baxter used to teach them: we still 
teach Hicks and deprival value. 

Why is the concept so basic and so important? 
Because it links asset values to the underlying 
Hicksian notion of *well-offness' in terms of the 
value of expected future cash flows: which in tum 
links to the finance that our students are also learn- 
ing. And although Baxter himself was, in recent 
years, dubious about treating the 'relief value' of 
liabilities as the mirror image of the 'deprival 
value' of assets, at least some of the important in- 
sights surely do carry across, as may some of the 
weaknesses, e.g. how to deal with ‘aggregation’ or 
what standard setters now call ‘unit of account’ 
problems. 

Standard setters currently seem much more in- 
terested in “fair value’. And of course in deep mar- 
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kets like those for many financial instruments, as 
deprival value is always limited by entry and exit 
values and in good markets those values. increas- 
ingly converge, then for financial instruments at 
least there may not be much practical difference in 
thinking of ‘fair values’ rather than deprival or re- 
lief values. But as Richard Macve and I pointed 
out (Horton and Macve, 2000) — in an article which 
our MSc students seem to find helpful — there are 
grave theoretical inadequacies from pursuing fair 
value, particularly in the case of liabilities. 

One well-known difficulty arises from changes 
in creditworthiness. Other things being equal, if a 
company that has issued a liability instrument such 
as a debenture has its credit rating downgraded, 
the price of that debenture on the capital market 
will fall. Under ‘clean surplus’ accounting a fall in 
a value of a liability must give rise to a recognised 
gain. Is the company really better off? It seems 
counter-intuitive, even though the usual explana- 
tion is that it represents the increasing value of the 
shareholders’ ‘limited liability put option’ as the 
company’s perceived probability of loan default 
increases. What is missing of course is the effect of 
the credit downrating on, possibly, the company’s 
asset values and, certainly, its unrecorded good- 
will. These must surely greatly outweigh the appar- 
ent gain on its recognised liabilities, so that equity 
value has declined and it has a loss. In other words 
to get to the sensible answer, one really needs to 
ask the underlying question behind the deprival 
value approach: ‘how has the present value of the 
company’s future cash flows been altered’? 

Even without the creditworthiness problem, one 
also needs to go beyond the kind of deprival value 
examples that mainly feature in Baxter’s books, 
where market interest rates normally are assumed 
to be unchanging. If interest rates rise, the values 
of liabilities fall. Again, clean surplus accounting 
implies a gain to equity shareholders but clearly 
the rate now implicit in the loan at the new value 
is higher, so future years’ income statements will 
suffer accordingly. Moreover, while exit value (or 
fair value) seems to offer only one solution, depri- 
val or relief value, even if producing the same 
number for the liability, will make us think twice 
before recognising any gain. Indeed, if the loan is 
anyway due to be redeemed at some set date in the 
future, the company must, other things being 
equal, now be worse off since, when that day 
comes, any refinancing must now be at a higher 
rate. It is not necessarily the case that the present 
value of future cash flows has worsened but that 
certainly the company's *maintainable cash flow" 
(and therefore maintainable dividend to its share- 





4 For example the Financial Accounting Standards Board's 
Statement No. 157 Fair Value Measurements (issue date 
09/06). 
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holders) has fallen. So we need to look rather at 
Hicks’ ‘No. 2’ version of income. The crucial thing 
is that thinking about value from this perspective, 
as deprival or relief value does, is making us ask 
the right questions about ‘what difference does it 
make?’, that fair value sweeps under the carpet. It 
asks the questions that managers should be asking 
about how to maximise NPV and how to deploy 
assets and structure liabilities to do so. 

Finally, what happens when we move away from 
the relatively deep markets of traded financial in- 
struments to the much thinner markets for liabili- 
ties like insurance liabilities — a particular research 
interest of mine? Standard setters in their mission 
for ‘fair value’ now have been obliged to construct 
a ‘hierarchy’ of methods for arriving at fair value 
as the availability of reliable market benchmarks 
declines.* At the lower levels of such a hierarchy 
one is, albeit reluctantly, effectively at the level of 
manager’s own estimates of the future cash flows 
to be obtained from an asset (or to be met in re- 
spect of a liability). Deprival value/relief value 
thinking accords such estimates their proper place: 
they are always relevant to managers’ decisions, 
but can only be relevant to value (in the case of an 
asset) where there is no lower replacement cost. It 
is presumably relevant in the case of a liability 
where taking on an equivalent obligation would 
now bring in a lower cash receipt. This argument 
supports the position that the TASB's insurance 
working party was until recently increasingly, but 
still controversially, moving towards a position 
where insurance policy liabilities would have to be 
measured by reference to what policyholders are 
now being charged, not by reference to what in- 
surers think they can settle or transfer them for 
(generally lower). The IASB itself, however, has 
now overruled the industry's common sense, as 
embodied in that approach, in favour of exit price, 
which must inevitably produce the highly contro- 
versial ‘Day 1’ profits on inception of an insurance 
contract. So there is still plenty of work to be done 
here at both a practical and a conceptual level to 
explore further what are the relevant valuation 
ideas and what are the related relevant income (or 
*performance") measurement issues. 

I hope I have said enough to indicate why we 
still teach deprival value thinking to our students. 
Despite the apparent fashion for 'fair value' it is 
deprival value/relief value that makes one ask 
the right questions, even if the answers may no 
longer be so clear as standard setters would wish 
them to be. 


7. Ken Peasnell: deprival value today 

Professor Peasnell expressed his pleasure at the 
invitation to speak about deprival value at this 
event, as a subject that he first heard about from 
Will Baxter when Peasnell was a MSc student at 
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LSE 36 years ago. Peasnell has written various 
pieces on the subject over the years, and noted that 
when he did so Baxter was the first person to whom 
he turned for views on a paper’s arguments. 

Bonbright (1937) is usually credited with intro- 
ducing the familiar deprival value model to ac- 
countants, via the works of Wright (1964), 
Solomons (1966), Baxter (1967, 1971, 1975) and 
Parker and Harcourt (1969). Deprival value came 
to the attention of UK practitioners when it was 
made the proposed valuation basis in Sandilands 
(HMSO, 1975) and finally in the short-lived infla- 
tion accounting standards — SFAS 33 (FASB, 
1979) in the USA and SSAP 16 (ASC, 1980) in the 
UK, and similar standards or proposed standards 
in other countries. Deprival value has lived on, in 
the UK at least, through standards concerned with 
asset revaluation. An interesting current question 
is how it relates to the ‘fair value’ concept ad- 
vanced by FASB and JASB for financial instru- 
ments, an issue I touch on briefly later. 

Baxter was a man who greatly prized precision 
of argument and expression. In that spirit, I will 
start with some notation. The familiar version of 
the model can be succinctly expressed as: 


DV = min[RC, RA] 


where DV represents deprival value, RC is an 
asset’s replacement cost and RA is the ‘recover- 
able amount’ made possible by current ownership 
of the asset: 


RA = max[PV, NRV] 


PV represents the present ‘value in use’ and NRV 
the net realisable value. 

One criticism that has been made of deprival 
value is that it appears to perpetuate the accoun- 
tant's traditional conservative ‘lower of? orienta- 
tion and, as a result, to mix valuation bases 
(Chambers, 1970). That is an error, but it is an un- 
derstandable one, given the way the conventional 
formula expresses deprival value as the lower of 
replacement cost and recoverable amount. 
However, no student of Baxter who listened care- 
fully to what he had to say should have made such 
a mistake. 





5 Editor’s note: Equation (2) is derived algebraically by sub- 
stitution. Equation (3) is a rearrangement of equation (2) 
which allows direct comparison with Baxter’s view in equa- 
tion (1). To relate equation (3) to (1), consider the terms on the 
right hand side of equation (3). The first term RA can be equat- 
ed to the cash flow obtainable with the asset, which is PV 
where the asset is in use. The second term max [RA-RC, 0] 
can be equated to the cash flow obtainable without the asset 
which, at worst, will be zero. Consider two possible situations. 
One is that the replacement cost is greater than recoverable 
amount. The other is that the replacement cost is lower than re- 
coverable amount. If RC > RA then (RA-RC) is negative and 
the expression (3) reduces to DV = RA. If RC < RA then (RA- 
RC) is positive and expression (3) reduces to RC. 
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What is so impressive about Baxter’s contribu- 
tion is that he always argued from first principles. 
For him, deprival value was a process of compar- 
ing budgets or values with and without the asset: 


(1) 


To see the connection between the two 
specifications, let us rewrite the familiar model, 
DV = min[RC, RA], by adding and subtracting RA 
= max[PV, NRV] from the right-hand-side and re- 
arranging as follows? 


РУ = RA + min [RC - RA, 0] (2) 
= RA — max [RA - RC, 0] (3) 


In other words, the deprival value is the amount 
by which the firm is better off from owning the 
asset it is the higher (not lower) of two values. 
That is the good news. The bad news is that deter- 
mining the RC of a long-lived asset might (in prin- 
ciple) entail forecasting far into the future — hence 
Baxter's long-standing interest in depreciation, 
and the concern of many about its inherent subjec- 
tivity. 

А key issue with deprival value is the extent (and 
direction) of the ‘spread’ between entry (RC) and 
exit (NRV) values. To see this, group the various 
possibilities as in Table 1. 

It has been commonplace over the years to re- 
gard deprival value as being best approximated by 
replacement cost. However, as Table 1 makes 
clear, this implies that NRV>RC, which might be 
expected to apply in goods markets where the buy- 
ing (wholesale) and selling (retail) markets are 
segregated such that it is not easy to arbitrage be- 
tween the two. To the extent that we can safely re- 
gard NRV«RC as being the normal case (as it 
would be in markets for financial instruments, for 
example), we know that deprival value must lie 
somewhere within the bounds set by the RC-NRV 
spread. If this spread is very narrow, there will be 
little ambiguity about deprival value: it will be 
(roughly) equal to market price. This issue has be- 
come topical again, through the introduction of 
‘fair value’ accounting by the standard setters. The 
essential idea of fair value is that it is an arm's 
length market price, usually taken to mean the sell- 
ing (or bid) price. 

More recently, van Zijl and Whittington (2006) 
have tried to bridge the gap between fair value and 
deprival value, by focusing on the situation where 
NRV » RC. This can arise in three main ways: 


DV z PV(with asset) minus PV(without asset). 


* [nventory held for sale, in the normal course of 
business. 

* Property in a location with higher alternative 
use-value. 

* Excess capacity (might have option value). 


In all three cases, the deprival value algorithm 
suggests DV = RC, which could be argued to un- 
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Table 1 Г 

Positive market relationships of NRV and RC . 

Markets The firm Deprival value Comment 
NRV<RC<PV RC 

NRV<RC NRV<PV<RC PV NRVsDVsRC 
PV<NRV<RC NRV 

NRV=RC_ PV<NRV=RC NRV 

All th 

NRVERC<PV RC values are the same 
RC<NRV<PV 

NRV>RC RC<PV<NRV RC PV irrelevant 
PV<RC<NRV 

Table 2 

Modified deprival value 

Markets The firm Usual DV Modified DV 
NRV<RC<PV RC RC 

NRV<RC NRV<PV<RC PV РУ 
PV<NRV<RC NRV NRV 
RC<NRV<PV RC NRV 

NRV>RC RC<PV<NRV RC NRV 
PV<RC<NRV RC NRV 

Table 3 . . 

Including the option to wait 

The firm Usual DV Option adjusted DV 

NRV«RC«(PV-OW) RC ‘RC 

NRV<(PV-OW)<RC PV PV-OW 

(PV-OW)<NRV<RC NRV NRV 

RC<NRV<(PV-OW) RC RC 

RC<(PV-OW)<NRV RC RC 

(PV-OW)<RC<NRV RC RC 





derstate value to the firm because it ignores these 
additional sources of value. 

In their discussion of the deprival value formu- 
lae, van Zijl and Whittington (2006) propose mod- 
ifying the formulae by adding the sale profit = 
NRV-RC (which can be thought of as the ‘intrinsic 
value’ of the ‘option to sell’) to conventionally-de- 





termined deprival value if, and only if, this sale 
profit is positive (see Table 2). 

Firm-specific factors still arise when NRV<RC, 
but are limited to the ‘spread’: NRV < DV < RC. 
But now we have four situations where (modified) 
deprival value is equal to NRV; as such, the gap 
between it and the fair value concept favoured by 
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the standard setters is greatly reduced. Fair value 
will still tend to overstate deprival value, but less 
often so. 

It should not be overlooked that the option to sell 
incorporated by van Zijl and Whittington into de- 
prival value is measured at intrinsic value, not eco- 
nomic value. This will lead to an understatement 
of deprival value, should the option have long to 
run and the uncertainty of the benefits be high. 

There are other embedded options that come to 
mind. For example, Stark (1997) raises the issue of 
what to do with the ‘option to wait” when consid- 
ering replacement. Suppose we represent the eco- 
nomic value of this option as OW. Stark shows that 
the deprival value formula needs to be restated as 
shown in Table 3. 

The two options can be readily combined. 

The application of deprival value (fair value too) 
involves the introduction of subjectivity in all mar- 
kets when entry and exit prices differ. This runs 
down the fault line of academic opinion: 


• Subjectivity allows management to communi- 
cate additional information. 


• Subjectivity introduces the spectre of earnings- 


management and reduces the usefulness of ac- 
counting numbers as measures for contracting 
purposes. 


How all this will play out remains to be seen. 
Baxter wrote about valuation and income meas- 
urement during inflationary times, and his contri- 
butions must be viewed in that light. Inflation has 
been largely tamed — for the time being. But it is a 
brave person who will predict that it has been 
tamed forever. Global warming is going to change 
the world's landscape in more ways than one; past 
experience suggests that the resultant turmoil will 
bring inflation in its wake, and for that we need ap- 
propriate tools. Baxter's works lie waiting for such 
a time. 


8. Professor Richard Macve: Conclusions 

What have we learned today? The foundations laid 
by Will Baxter at the London School of Economics 
(together with David Solomons and Harold Edey) 
still underpin the core of understanding about ac- 
counting that inspires much academic teaching 
and research, and increasingly practice. And even 
though many of Baxter's students have themselves 
become leading 'establishment' figures in account- 
ing and finance, including as regulators and stan- 
dard setters, Baxter's admonition (following 
Bacon) that 'truth is the daughter not of authority 
but of time’ reminds them to be circumspect in 
claiming too much 'authority' for their pronounce- 
ments and that they continually need to rise to 


$ A Book of Reminiscences was presented to Mrs Leena 
Baxter at the Symposium. 
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Shyam Sunder’s appropriately American counter- 
challenge to ‘let freedom ring’. 

We have seen how 'deprival value’ (and its com- 
plement ‘relief value’ for liabilities) is still central 
to the teaching of Financial Accounting and 
Reporting on the BSc and MSc at LSE — because 
we think it makes one ask the right questions about 
value, income and decision making. 

I remember Baxter observing that the more one 
studies accounting the more one realises that it is 
not the actual numbers produced that are so im- 
portant as the discipline of the process by which 
they are arrived at. Here perhaps is a cryptic be- 
ginning of what was later to be developed at the 
LSE, studying how the process of accounting as a 
*calculative routine’ both shapes and is shaped by 
organisational, institutional and other social fac- 
tors. Above all, as so many of the tributes in the 
book of reminiscences$ testify, Baxter taught us 
that our job in attempting to understand the truth is 
to do our utmost to explain complex issues and 
ideas in as simple a way as possible, and to eschew 
the pretensions of those who seek to obfuscate and 
turn what is simple into something unapproach- 
ably complex. 
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Book Review 


Ethics and the Professional Accounting Firm: a 
Literature Review. Aileen Pierce. The Institute of 
Chartered Accountants of Scotland, 2006. 
xiii+185pp. ЕАМ 9781904574246 


This literature review was written and prepared by 
Dr Aileen Pierce of University College Dublin. It 
represents the third in a series of works commis- 
sioned by the Institute of Chartered Accountants of 
Scotland under the general rubric of Taking Ethics 
to Heart. This new volume is particularly welcome 
because the activities of professional accounting 
firms continue to be questioned and scrutinised 
by a variety of different parties including govern- 
mental regulators as well as the general public. 
Regulatory and professional bodies in more than 
one country have sought to reassure the public 
about the integrity of auditors and auditing firms, 
particularly with respect to restoring and maintain- 
ing confidence in the reliability of information 
provided to the capital markets. 

This book identifies a number of issues dealing 
with the ethical practices of professional account- 
ing firms. In the first chapter of the book, there is 
a discussion of the literature pertaining to profes- 
sions and professionalism in general, and specifi- 
cally with regard to professional accountancy. The 
literature suggests that a growing commercial ori- 
entation and entrepreneurial attitude within profes- 
sional accounting firms appears to be exerting 
pressures-on traditional professional values, there- 
by questioning the profession's commitment to 
such values. 

Chapter two reviews the literature on profes- 
sional ethics and the role of ethical codes in pro- 
fessional accountancy. This literature emphasises 
the potential consequences of accounting firms 
losing public trust and discusses the challenges 
faced by accounting practitioners when respond- 
ing to commercial opportunities. 

Chapter three discusses the ethical dilemmas and 
challenges experienced by accounting firms; with 
particular emphasis on those aspects of accounting 
firm activities that have been criticised in the wake 
of the financial and accounting scandals of recent 
years. The chapter concludes that more effort is 
needed to restore public confidence in the ac- 
counting profession and accounting firms. 

In the final chapter, the book summarises the 
overall findings of the literature review. The liter- 
ature suggests that the tensions created by profes- 
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sional accounting firms' pursuit of growth and 
profit have undermined traditional professional 
values. The author concludes that the organised 
accounting profession needs to label certain prac- 
tices of accounting firms as unethical and to 
impose penalties that will act as deterrents to un- 
ethical practices. The author argues that the hali- 
mark of a profession rests in the capacity of its 
members to exercise good judgment and that in- 
tegrity must take precedence over rules in order to 
ensure that ethical judgments prevail. In addition 
the author identifies the need for further research 
to help inform and develop accounting firm and 
professional body strategies. This will require ac- 
cess to accounting firm personnel at all levels and 
to firms' policies and procedures. Questions that 
need to be addressed include: how does an ac- 
counting firm's culture develop?; what determines 
a ‘good’ or ‘bad’ accounting firm culture?; is zero- 
tolerance for unethical behavior in accounting 
firms reasonable?; and can the focus on commer- 
cial success by professional firms be reconciled 
with high moral standards? 

My overall assessment of this work is that it is 
an important and useful addition to the literature 
on accounting ethics. The work can be used both 
by practicing accountants and by accounting edu- 
cators to enhance their knowledge of the ethical 
practices and behaviours of professional account- 
ing firms. It is a very well done effort, and both the 
author and the ICAS are to be congratulated. 

That being said, the remaining observations 
which I may be able to offer about this work are 
somewhat more critical, not because the author's 
efforts have not been diligently and competently 
done, but due to certain assumptions which appear 
to underlie the work, namely that professionals 
and professional firms are different from other 
occupations in society. This is a contested concept 
which needs to be unpacked and discussed. 
Although it is reasonably clear that in both 
Scotland and England, and perhaps in certain other 
countries which share the British heritage, the pub- 
lic accounting profession was initially based on a 
shared set of professional values, it must now be 
recognised that these professional values were 
largely a product of a particular time and place; 
namely, Victorian Britain in the 19th century, 
when the notion of a ‘gentleman professional’ was 
a concrete ideal to be aspired to. This ideal no 
longer exists and probably has not existed for at 
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least half a century. Thus the question which the 
author raises at the very end of the book, as to 
whether there is a difference between a profession 
and an industry.in the 21st century, is probably 
meaningless for several reasons. 

First, it is not at all clear that society as a whole 
has ever entered into an agreement with certain oc- 
cupational groups pursuant to which the occupa- 
tional group agreed to maintain certain ethical 
standards in exchange for a monopoly of practice 
in certain areas. In the UK, this apparent social 
agreement was largely the result of political ma- 
noeuvering on the part of organised groups in 
order to obtain royal prerogatives. There was little 
democratic involvement in the granting of these 
privileges, and certainly the public as a whole was 
not consulted. In the US, the certified public ac- 
counting profession similarly achieved a monop- 
oly of practice in company audits largely as a 
result of political manoeuvering. 

Second, there is only one professional activity, at 
least in the US, pursuant to which professional 
accounting firms have a monopoly of practice, 
namely company auditing. In all other areas of ac- 
counting practice, professional accounting firms 
are simply engaged in an industry like any other, 
and this has been true for years. Thus, the com- 
mercial attitudes of accounting firms are neither 
surprising nor unexpected. 

Third, it is questionable that there is such a thing 
as the ‘public interest’ which professional account- 
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ants have agreed to serve. What is the public inter- 
est function of professional accountancy? Some 
would argue that it is to provide reliable financial 
information for decision making in capital mar- 
kets; surely an important function. What must be 
recognised, however, is that the overwhelming im- 
portance of public accounting for well functioning 
capital markets relegates activities that do not 
serve the needs of the capital markets to secondary 
importance. Merely asserting that there is such 
a thing as a general ‘public interest’ function for 
public accounting does not make it so. 

Fourth, in the current state of global civilisation 
where there are growing levels of ethnic, racial 
and religious diversity, to suggest that there may 
be ways of institutionalising ‘moral character’ has 
relatively little meaning. Whose moral character 
are we speaking of? Because there is no agreed 
upon definition of ‘moral character’, seeking to in- 
stitutionalise such a concept would appear to be a 
difficult task. 

A more pragmatic course would be to define 
clearly what functions a professional accounting 
firm would be expected to perform, as well as the 
parameters of performing these functions, and then 
to hold the firm legally responsible (not ethically 
or morally responsible) for fulfilling these func- 
tions in a competent and thorough manner. 
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Accounting manipulations and political 
costs: Tooth & Co Ltd, 1910-1965 


Mark Wilson & Greg Shailer* 


Abstract — Positive accounting theory posits that political costs influence accounting choices by large firms. Most 
studies rely on cross-sectional analyses of large samples using coarse data. We employ rich archival data to analyse 
the profit measurement and disclosure practices of Tooth & Co, a large Australian brewing company, from 1910 to 
1965. This period provides considerable variation in scope and incentives to manipulate reported profit. Reporting 
discretion changed significantly from early voluntary disclosure through to the extensive scheduled disclosure re- 
quirements of the Companies Act 1961. Varying incentives include changes in excise duties levied on beer pro- 
duction, and dramatic company growth and market dominance resulting from takeovers of competitors and vertical 
integration. We examine the pattern of reported profit in relation to internal records and the pattern of accruals. We 
find that Tooth’s profit-smoothing practices and understatements were perceived by management as important in 
justifying dividend policy, while systematic understatements of reported profit were used to avoid potential politi- 
cal costs associated with high profitability and market dominance. The most significant relative increases in profit 
understatement are shown to occur where dividend policy and political cost motivations coincide. 
Key words: Eamings management; income smoothing; accounting history; political costs; brewing industry 


1. Introduction 

We investigate the varying relative importance of 
commonly asserted motivations for earnings man- 
agement, as revealed in the reporting behaviour of 
Tooth & Co (a large Australian brewing company), 
over the period 1910-1965! Using both quantita- 
tive and qualitative archival sources, we explicate 
the interdependent effects of motivations attributa- 
ble to dividend policy and political costs. Our 
examination also highlights the effect of major 
legislative changes, especially the Companies Act 
(New South Wales) 1961, which restricted the 
scope for opaque earnings management. Our paper 
differs from the prior literature in the nature of the 
evidence presented to support our explanation of 
historical earnings management. We present pri- 
mary source evidence of the motivations for, and 
extent of earnings management in, the form of pri- 
vate managerial memoranda and profit estimates. 





* The authors are at The Australian National University. 
They gratefully acknowledge the assistance provided by staff 
at the Noel Butlin Archive Centre at The Australian National 
University. The authors wish to thank two anonymous review- 
ers for the invaluable comments and suggestions provided 
over several iterations of this paper. The authors also thank 
seminar participants who provided constructive comments on 
earlier versions of this work at the: Financial Reporting & 
Business Communication Research Unit 6th Annual 
Conference, Cardiff 2004; School of Business and 
Information Management Research Seminar Series, The 
Australian National University 2004; and 4th Accounting 
History International Conference, University of Minho 2005. 
Correspondence should be addressed to: Mark Wilson, School 
of Accounting & Business Information Systems, Hanna 
Neumann Building 21, The Australian National University, 
Canberra ACT 0200 Australia. Email: mark.wilson@anu.edu.au 

This paper was accepted for publication in May 2007. 


We identify and examine two forms of earnings 
management that were persistently applied and аз- 
sumed significant magnitude at Tooth & Co: 


* profit-smoothing behaviour — the manipulation 
of accounting measures to reduce the variabili- 
ty in reported profits ? 

* profit-reducing behaviour — the manipulation of 
accounting measures to understate reported 
profit. 


Because of the reversing nature of accruals, un- 
derstatements necessarily occur in some periods as 
a consequence of true smoothing behaviour, but 
neither understatement nor smoothing is a neces- 
sary condition for the other. The relationship be- 
tween the two phenomena is weaker in this study 
because, while all accruals eventually reverse, re- 
versals can be delayed for long periods (decades in 
the case of Tooth & Co) and, under early disclo- 
sure regimes, reversals were easily managed to 
conceal their origins. 

The next section provides a brief history of 
Tooth & Co. In Section 3, we describe our evi- 
dence sources and discuss methods and extent of 
Tooth's earnings manipulation. In Section 4 we 
discuss the relevance of the motivations for earn- 
ings management suggested by the early and re- 
cent literature, and the extent to which these appear 
relevant to the reporting behaviour of Tooth. In 





! Tooth & Co Ltd brewing interests were sold in 1983 but 
the corporation has continued as a listed investment company. 
Any inferences a reader may draw regarding Tooth & Co Ltd 
should not reflect on the post-1983 entity in any way. 

? This is distinguished from other smoothing devices, such 
as adjusting the timing or magnitude of actual transactions. 
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Section 5, we examine in detail periods of particu- 
larly unusual reporting behaviour in the context of 
the motivations identified in Section 4. 


2. Tooth & Co — a brief history 

The brewing firm that became Tooth & Co was 
: formed in Sydney in 1835, initially as a partner- 
ship between John Tooth and Charles Newnham. 
The company incorporated in 1859 and its shares 
were offered for public subscription in 1888, by 
which time it had secured approximately 3196 of 
the New South Wales (NSW) beer market? A se- 
vere economic depression struck the Australian 
colonies in the early 1890s, which Tooth survived 
(unlike several competitors) and turned to their ad- 
vantage by acquiring the freehold titles of many li- 
censed establishments at bargain prices. While the 
market was superficially competitive in the early 
20th century, testimony to a 1901 parliamentary 
inquiry into the ‘tied-house system’ asserted that 
Tooth had sufficient market power to shut down 
every competitor in Sydney if it so chose.* Central 
to this market power was the ‘tied-house system’, 
whereby brewers secured the trade of licensed 
pubs in a system where the number of licenses was 
capped by regulation. 

Initially, ‘tying’ was effected predominantly by 
means of loan covenants, and brewers used con- 
tractual restrictions or other pressure to prevent 
publicans from extinguishing the tie by clearing 
the debt. Stubbs (1999: 94) estimates that, by 
1901, 90% of the Sydney market was 'tied' by the 
major brewers, with Tooth representing the major- 
ity of these interests. Brewers spent considerable 
resources trying to gain control of hotels tied to 
competitors but the ‘loan-tie system’ was ехреп- 
sive to administer and the ‘clogging’ of trade ties 
was eventually struck down by the House of Lords 
in 1902.5 Ultimately, the larger brewers secured re- 
tail trade by acquiring the freehold titles and either 
appointing a licensee-manager or sub-letting the 
hotel under an exclusive supply agreement. 

By 1911, when Tooth and a significant competi- 
tor (Toohey’s) jointly purchased and liquidated the 
large Marshall’s Brewery, the company’s market 
share had reached 55%. In 1918, the five surviving 
major brewers in NSW signed an agreement to fix 
prices and refrain from interfering with each oth- 
ers’ tied houses.’ By 1929, when Tooth took over 
the large but financially crippled Resch’s Ltd, 
Tooth had assumed control of all bar one of the 
signatories to the 1918 agreement. Thus, in 1929, 
Tooth controlled 80% of the NSW market and had 
a single significant competitor, Toohey’s, with 
whom Tooth dominated the United Licensed 
Victuallers Association (ULVA), which dictated 
minimum retail prices. 

Overlapping this period, the temperance move- 
ment had some influence on political actions in 
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Australia, culminating in the Liguor Act 1905 that 
introduced a ‘local option’ to prohibit alcohol sales 
and increased the powers of the newly formed 
License Reduction Board (LRB). The LRB had the 
power to de-license premises for various reasons, 
and the number of licensed premises in NSW 
fell from 3,063 in 1905 to 2,059 in 1925, increas- 
ing the value of surviving licensed premises. 
Subsequently, the Great Depression temporarily 
stunted Tooth’s growth but, after the initial de- 
mand shock, Tooth embarked upon a massive ex- 
pansion in their retail interests, increasing their 
freehold titles from 420 to 553 between 1932 and 
1936. The then NSW market was only 2,037 ho- 
tels. Allowing for long-term leasehold properties 
and tied houses, we estimate that Tooth directly 
controlled approximately 50% of the hotels in the 
state by the end of the decade. 

The Second World War (WWID inhibited opera- 
tions in traditional retail markets due to the ra- 
tioning of beer, moratoria on capital works and 
huge excise increases but, as will be shown later, 
these effects were well cushioned by the extra de- 
mand created by the allied armed services and in- 
creased profitability of company-operated hotels. 
The NSW Parliament passed the Monopolies Act 
in 1941, prohibiting price-fixing and strengthening 
provisions against anti-competitive behaviour. 
Legal advice indicated that the price-fixing restric- 
tion were of no direct consequence to Tooth be- 
cause the ULVA, over which Tooth exerted 
significant influence, officially determined mini- 
mum prices. Government regulation of retail 
prices, which began in 1942 and continued in 
some form until 1955, was also of little conse- 
quence to Tooth's profits. Production costs, ex- 
cluding excise, were falling during this period and 
the combination of price controls and rationing en- 
sured an active black market in bottled beer, the 
profits from which trickled down into rents on 
public houses. Rationing and capital works restric- 
tions continued beyond WWII and the resulting 
pent-up demand, once released, saw record levels 
of inflation in the early 1950s. This reduced the 
present value of long-term sub-leases on hotels. 

Two significant regulatory changes in the late 
1940s and early 1950s were licensing changes that 
allowed an explosion in the number of ‘clubs’ sell- 





3 Market share has been estimated by dividing Tooth's gal- 
lonage by Estimated NSW Consumption (Noel Butlin 
Archives Centre, Australian National University (hereafter 
NBAC). Tooth & Co Archive, 7223/86, Sales). 

4 NSW, Select Committee on T:ed Houses, ‘Report’ 1901. 

5 See Knox (1958) for a discussion of this phenomenon in 
the UK brewing industry. 

$ Noakes & Co Limited vs Rice [1902] AC 24. 

? NBAC. Tooth and Co Archive, N20/1279, Liquor Trades 
Defence Union File. 

8 NBAC. Tooth & Co Archive, N20/2875, Monopolies Act 
File. 
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ing alcohol and the end of compulsory 6 p.m. clos- 
ing in 1955. The number of licensed clubs in NSW 
increased from 87 in 1947 to almost 1,000 in 1960, 
posing substantial competition to Tooth’s hotel 
market.? Although the major brewers secured the 
trade of some clubs by installing beer drawing 
equipment at discounted rates, in 1956 Tooth ex- 
perienced their largest single-year fall in market 
share. Coinciding with a major excise rise in the 
‚ same year, they reported a substantial drop in prof- 
its. However, by the end of our sample period in 
1965, the company’s performance had improved to 
record levels in both real and nominal terms, al- 
though Tooth’s market share remained below 72%. 

Our study ends in 1965, after which Tooth expe- 
rienced turbulent changes and eventual demise as 
a brewer. In the years following 1965, Tooth faced 
a substantial competitive disadvantage against 
Toohey’s caused by the size of Tooth’s inner-city 
brewery relative to its competitor’s much larger, 
modern, suburban site. 

During the 1970s, many freehold hotels were 
sold in a market that Tooth had effectively flood- 
ed. The Trade Practices Act 1974 outlawed the ex- 
clusive trade deals, even for brewery-owned 
premises. When the final appeal against this deci- 
sion was lost in 1979, Tooth became the focus of 
takeover speculation and, in 1983, were taken over 
by Adsteam Ltd and their brewing assets sold to 
Elders-IXL Ltd (now Fosters Brewing Group). 


3. Tooth’s manipulations of reported profits 
Throughout its existence as a listed brewing com- 
pany (1888-1983), Tooth maintained internal 
profit records for use by management. We compare 
the internal profit measures derived from these 
records to the reported profit measures contained 
in the published annual reports. 

The format of the internal records varied over 
time, but the internal profit measures were consis- 
tent across our sample period (1910-1965). We 
omit the years prior to 1910 because of the un- 
availability of tax return data,'° which we use to 
estimate internal profit for the years 1910-1924 
and to corroborate the measures of internal profit 
for the years 1925-1965. The internal records do 
not specify a unique profit for the years 
1910—1924; therefore, we rely on taxable income, 
as disclosed in the state tax returns, as the measure 
for ‘internal’ income.!! Federal taxation law al- 
lowed state taxation paid as a deduction and so 
federally reported taxable income understates in- 
ternal income. Dividends paid were an allowable 
deduction under state law until 1920, and are 
added back to determine internal income. Because 
reported profit is net of tax, we adjust the pre-tax 
internal profit by actual or estimated tax paid. For 
the years 1925—1965, we take our measures of in- 
ternal profit from detailed six-monthly income 
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statements that the company produced for internal 
use.? Internal data covering 18 months during 
1955-1956 are unavailable, during which period 
Tooth changed their financial year-end from 
September to March. These years are excised from 
our later time series analysis. The series of annual 
published profits and internal profits are listed in 
Table 1. 

We begin our analysis by considering the meth- 
ods used to manipulate earnings and extent of 
earnings management across the sample period. In 
Section 4 we conduct more detailed analysis of the 
temporal variations in the level of earnings man- 
agement. 

Tooth’s reported profits were managed primarily 
through the use of ‘secret reserves’. From its early 
years as a public company, ‘provisions’ (contra-as- 
sets) made against the value of fixed assets, re- 
ceivables and inventory exceeded the amount 
necessary to report those items in an unbiased 
fashion. Prior to 1963, only the net carry values of 
these items were disclosed in the published finan- 
cial statements. From 1963, the new Companies 
Act 1961 required the disclosure of the gross value 
of the assets, their provisions and the balance of 
the ‘provision for tax’ (tax payable).? As sum- 
marised in Table 2, in any given year for our study 
period, increases in Tooth’s ‘secret reserves’ de- 
creased reported profit. 

Tooth had up to 25 separate ‘secret reserve’ ac- 
counts recorded in its sundry creditors ledger. 
Balance day entries to reduce reported profit de- 
ployed the ‘secret reserves’ to reduce reported 
fixed assets, receivables or inventory. To make the 
balance-sheet composition appear reasonable, the 
off-sets were made against different asset accounts 
in different years, with no particular relationship 
between the offset accounts; for example, in one 
instance, a provision for depreciation account was 
offset against reported net receivables. An excep- 
tion to the practice of off-setting secret reserves 
against assets was the treatment of the ‘provision 
for taxation’. This balance was buried in, and rep- 
resented at least 70% of, ‘sundry creditors’ until its 


? Off-license sales of alcohol were restricted to on-licensed 
premises and a relatively small number of wine merchants. 

10 NBAC. Tooth & Co Archive, 2352/3742, Tax Returns. 

"A reconciliation of tax return data and individual line 
items within Tooth's internal profit and loss ledger across the 
entire study period suggests that taxable income is a reason- 
able proxy for internal income across these years. 

12 NBAC. Tooth & Co Archive, N20/360—365, Departmental 
& Combined Trading and P/L Accounts. 

3 The use of ‘secret reserves’ is distinguished from the cur- 
rent situation when an entity excessively depreciates fixed as- 
sets because, in the contemporary environment, depreciation 
expense, gross asset values and accumulated depreciation 
must be disclosed. Similarly, contemporary manipulations of 
bad debts expense is constrained by disclosure requirements 
for the gross and net receivables, exposing the allowance for 
doubtful debts to a credibility check. 
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Table 1 
Published and internal profit 

Published Internal 

profit profit 

Year £ £ 
1910 159,711 185,415 
1911 217,565 246,930 
1912 229,706 288.039 
1913 246,544 292,731 
1914 288,963 308,170 
1915 284,795 290,201 
1916 201,923 260,131 
1917 172,654 189,747 
1918 162,575 336,678 
1919 157,008 295,836 
1920 171,190 330,402 
1921 225,949 445,713 
1922 235,175 469,721 
1923 293,373 667,578 
1924 311,706 701,236 
1925 367,650 718,000 
1926 440,228 769,995 
1927 509,085 808,318 
1928 590,133 879,522 
1929 634,054 1,019,464 
1930 686,391 1,057,771 
1931 480,830 833,349 
1932 467,473 782,087 
1933 482,204 831,061 
1934 567,119 1,173,345 
1935 628,699 1,304,050 
1936 696,027 1,348,741 
1937 774,695 1,594,299 





legislated disclosure in 1963. The undisclosed 
‘provision for taxation’ account approximated ac- 
tual tax payable until 1934. Thereafter, tax expense 
is significantly overstated until the early 1950s, 
peaking at an overstatement of £472,000 (76%) in 
1942. 

The extent to which understatements of reported 
profits used the secret reserves is illustrated in 
Table 2. Aggregate increases in secret reserves for 
1910-1962 (£27.5m after adjusting for asset reval- 
uations) account for 74% of the accumulated un- 
derstatements in reported profits for the period. 
The remaining understatements are attributed to 
balance day adjustments made directly to asset 
‘cost’ accounts. The secret reserves do not reflect 
plausible provisions against assets values.!4 
Reported profits were always less than internal 
profit but the extent to which the secret reserves 
were defensible as smoothing provisions for future 
losses, at the time they were created, remains 
moot. This is portrayed graphically in Figure 1, 
where the understated reported profit series also 





Published Internal 
profit profit 
Year £ £ 
1938 841,839 1,876,379 
1939 855,709 1,848,770 
1940 870,299 1,872,290 
1941 809.036 1,959,608 
1942 763.439 2,055,822 
1943 789,041 2,160,348 
1944 839,623 2,232,758 
1945 858,022 2,338,101 
1946 862,956 2,392,114 
1947 884,516 2,530,343 
1948 916,292 2,108,289 
1949 943,159 2,143,611 
1950 958,808 2,406,949 
1951 949 246 2,149276 
1952 952,776 2,024,133 
1953 1,013,740 2,364,005 
1954 1,075,075 2,599,483 
1955 1,180,909 N/A 
1956 619,361 N/A 
1957 1,238,963 2,312,274 
1958 1278412 2,652,770 
1959 1,322,170 2,455,374 
1960 1,368,171 2,828,139 
1961 1,470,422 2,807,779 
1962 1,504,839 2,571,429 
1963 1,911,231 2,831,660 
1964 2,189,437 2,890,702 
1965 2,252,895 2,907 695 





appears much smoother than the internal profit se- 
ries.!5 A detailed analysis of the smoothing and un- 
derstatements is presented in Sections 4 and 5. 
Although the understatement of reported profits 
persisted throughout the study period, the balances 
of the secret reserves did not grow unabated. This 
is illustrated in Figure 2, which graphs the annual 
balances of the secret reserves. This reveals sub- 
stantial reductions in the secret reserves in 1927, 
1948, 1954, 1958 and 1963. The reduction in the 
secret reserves in 1927 was capitalised via a bonus 
issue and a compensating write-up of asset values. 
The 1948 reduction reflected a decision to disclose, 
as an increase in accumulated surplus, almost £2m 





14 Amounts provided against receivables, for example, fre- 
quently exceeded 35% of the balance owing and in most years 
were more than 10 times the bad debts actually written-off. 

15 The reduced measure and vclatility of reported profits is 
also evidenced by the first two moments of the distributions: 
The standard deviation of reported profit is £494,733 against a 
mean £753,639, while the standard deviation of internal prof- 
it is £1,117,221 against a mean £1,471,066. 
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Table 2 
Changes in secret reserve and profit understatements 
Change in Profit Changes in Profit 
secret reserves understatement Secret reserves understatement 
Year. Year £ £ 
1911 62,138 29,365 1938 1,006,382 1,034,540 
1912 66,652 58,333 1939 930,162 993,061 
1913 -209,695 46,187 1940 778,835 _ 1,001,991 
1914 89,728 19,207 1941 953,362 1,150,572 
1915 37,773 5,406 1942 517,449 1,292,383 
1916 21,583 58,208 1943 639,241 1,371,307 
1917 37,574 17,093 1944 684,755 1,393,135 
1918 168,009 174,103 1945 1,079282 1,480,079 
1919 103,574 138,828 1946 - 1,074,773 1,529,158 
1920 169,973 159,212 1947 1,278,154 1,645,827 
1921 491,183. 219,765 1948* —2,300,492 1,191,997 
1922 233,098 234,547 1949 720,487 1,200,452 
1923 223,881 374,205 1950 948,680 1,448,141 
1924 442,045 389,530 1951 697,277 1,200.030 
1925 340,339 350,350 1952 262,736 1,071,357 
1926 230,994 329,767 1953 985,950 1,350,265 
1927* -532,619 299,233 1954* -2,602,173 1,524,408 
1928 357,974 289,389 1955 1,248,504 N/A 
1929 583,882 385,410 1956 471,971 N/A 
1930 331,699 371,380 1957 1,447,117 1,073,311 
1931 -9,031 352,519 1958* -3,452,102 1,374,358 
1932 28 446 314,614 1959 1,607,292 1,133,204 
1933 71,134 348,857 1960 1,347,291 1,459,968 
1934 372,569 606,226 1961 1,718,038 1,337,357 
1935 612,101 675,351 1962 908,526 1,066,599 
1936 635,114 652,714 1963* —14,778 410 920,429 
1937 701,177 819,604 1964 124,853 701,265 
1965 —843,673 654,800 


*Years in which reserves were closed to ‘companion’ accounts or disclosed as part of accumulated surplus 





of 'previously un-disclosed reserves no longer 
deemed necessary'. Reductions in 1954 and 1958 
were associated with reported asset revaluations, in 
which provisions (contra-asset accounts) were 
closed off to their companion accounts (fixed asset 
and receivable accounts) prior to asset revaluations 
through the reported asset revaluation reserve. The 
largest adjustment occurred in 1963, when the 
Companies Act 1961 required balance sheet disclo- 
sure of all *provisions' against the value of fixed as- 
sets and receivables. The secret reserve accounts 
and their ‘companion’ asset accounts were written 
down by £13m, and the balance in the previously 
secret reserves (approximately £4m) appeared on 
the balance sheet as the required contra-asset ac- 
counts, along with the provision for taxation. 


16 We do not examine the considerable literature covering 
incentives to overstate earnings, as this phenomenon was not 
observed at Tooth & Co during our study period. 

17 The invaluable review of the US smoothing literature in 
Buckmaster (2001) directed our attention to many of these 
early references. 


4. Motives for Tooth's profit manipulations 
The existence of persistent and significant under- 
statements of reported profits may be explained by 
both long-term and short-term motivations.!® The 
study period commences several decades prior 
to the development of the accounting literature 
that addresses political costs and smoothing. 
Therefore, to contextualise Tooth's behaviour, we 
consider both the relevant literature of the early 
20th century and the main implications of the post- 
1950 earnings management literature.!? 

The accounting literature of the early 20th cen- 
tury discussed accounting manipulations for the 
purpose of smoothing or reducing profit (e.g. 
Dicksee, 1903; Littleton et al., 1929). Some ac- 
countants actively championed the use of secret re- 
serves for smoothing purposes; for example, 
Walton (1909) as cited by Buckmaster (2001). . 
Smoothing was portrayed as a means of achieving 
a lower cost of capital and to promote stable divi- 
dend payments, implying a market aversion to . 
volatility in annual profits, irrespective of long- 
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Figure 1 
Internal profit v published profit 1910-1965 
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Figure 2 
Total secret reserves and tax over-provisions 
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term performance. The contemporaneous relation- 
ship between reported annual profit and investors’ 
expectations of the dividend was a driving factor 
behind the creation of ‘secret reserves’ and subse- 
quent smoothing (Dicksee, 1903). Where a firm’s 
underlying profit exceeded the ‘prudent’ level of 
dividends, management were encouraged to un- 
derstate reported earnings by creating undisclosed 
reserves, which could be reversed subsequently 
when the periodic prefit was less than the desired 
dividend payment. The rationale for such a close 
relationship between current period earnings and 
‘expected’ dividends was not legislative, given 
that dividends could also be legally appropriated 
from accumulated surplus, but may include the rel- 
ative financial literacy of investors (Paton, 1932). 

While early theorists accepted that secret re- 
serves were often accumulated well in excess of 
plausible smoothing requirements, they did not 
identify reasons, additional to the dividend policy 
motivation, for long-run profit understatement. 
Dicksee’s essay is representative of those opposed 
to the use of secret reserves: 


‘Occasionally Reserves are provided far in ex- 
cess of any loss that may be reasonably expected, 
even by the most pessimistic. Such Reserves are, 
of course, indefensible theoretically, for from this 
point of view it is as improper to understate as it 
is ... to overstate.’ (Dicksee, 1903: 49) 


Criticism of smoothing is again reflected in 
Paton (1932). Paton tackled issues such as the di- 
rect crediting of gains to surplus (retained earn- 
ings) and arbitrary depreciation adjustments in a 
rejection of smoothing as sound business behav- 
iour: 


‘This whole proposition of developing stable 

statistics for business enterprise characterised in 

reality by marked instability is one of the most 

unwholesome attitudes ... After all is there any- 

thing involved here but more or less sophisticat- 
‘ed misrepresentation?’ (Paton, 1932: 262). 


The consequences of using undisclosed re- 
serves to enhance reported profits were high- 
lighted in the spectacular collapse of the Royal 
Mail Group in 1930-1931, which may represent 
a turning point in popular perceptions of the ac- 
ceptability of the use of secret геѕегуеѕ.!8 In his 
commentary on the Royal Mail case, Hastings 
(1962) quotes evidence presented in the case that 
the use of secret reserves was generally accept- 
able through the 1920s. Davies and Bourne 
(1972) attribute some degree of causation be- 
tween the Royal Mail Group collapse and several 
provisions of the UK Companies Act of 1948, in 
particular the prohibition of the formation and 
use of secret reserves. 

Recent rationales of earnings management are 
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more circumspect. While stable dividends policies 
may still be sought, the current nexus between dis- 
closed annual profit and dividends is tenuous. 
Following the focus on equity investor satisfac- 
tion, which continued to emphasise earnings sta- 
bility (e.g. Hepworth, 1953), and concurrent with 
developments in finance theory, the literature ma- 
tured to admit earnings management motivations 
relating directly to other stakeholders in the firm. 
The plausible motivations for earnings manage- 
ment include: managerial self-interest; earnings 
quality considerations; equity market preferences, 
which include the earlier focus on dividend policy; 
debt market preferences; and political cost consid- 
erations. In the following sections, each of these 
incentives to manage reported earnings is devel- 
oped in relation to the Tooth & Co case. 


4.1. Earnings manipulations and managerial 
self-interest 

Theories of earnings management based on 
managerial self-interest generally fall into one of 
two categories: agency theory adaptations and 
bonus plan incentives. An example of an agency 
theory adaptation is the suggestion that secret 
reserves, rather than pertaining to the control of 
a firm’s dividend policy, provide opportunities 
to enhance the manager’s utility. The existence 
of managerial bonus plans affected by reported 
earnings precipitate well-known incentives for 
earnings management (see Healy, 1985). Relevant 
to both categories, it has been argued that incom- 
ing CEOs manage earnings downwards in the 
initial year of their incumbency and upwards in 
subsequent years (see Wells, 2002; Godfrey 
et al., 2003). Neither category seems relevant to 
Tooth. There were only two CEO changes during 
1910-1965, each of which was planned and 
resulted in the deputy CEO assuming control, 
and Tooth’s management were not paid formal 
bonuses. 

Tt is also argued that a manager’s utility is en- 
hanced by obtaining control over free cash flows 
(Jensen, 1986). For this to be effective, the levels 
of free cash flows should not be externally observ- 
able. In the case of Tooth, the balance sheets clear- 
ly reveal cash equivalents levels and changes. 
From 1930 to 1955, Tooth’s cash equivalents bal- 


18 For more than a decade, the Royal Mail Group had been 
trading at marginal profits or substantial losses, but reported 
income was boosted via transfers from excessive provisions 
for taxation held over from World War I. Lord Kylsant, the 
company's chairman was subsequently convicted of knowing- 
ly issuing a false prospectus (for a debenture issue) that con- 
tained representations in regard to annual profits. Kylsant was 
acquitted of issuing misleading accounts because the phrase 
‘Including adjustment of taxation reserves’ was disclosed in 
relation to the calculation of profits, although there was no dis- 
closure of the magnitude of such adjustments. 
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ances were substantially larger than reported prof- 
165.9 This would indicate to investors that manage- 
ment had control over large levels of discretionary 
resources, suggesting that concealment of this was 
not an objective in manipulating reported earnings. 


4.2. Earnings management and the predictability 
of future earnings 

An alternative perspective on the motivation for 
the smoothing of earnings is that the ‘smoothed’ 
published earnings figure better represents man- 
agement’s perception of the long-run earning ca- 
pacity of the firm, and thus the fair value of the 
firm. This implies that a neutral application of ac- 
counting standards results in an earnings level that 
is an inferior predictor of future earnings than the 
‘smoothed’ or otherwise managed earnings. 
Recent evidence demonstrates that earnings that 
have been adjusted to remove transient compo- 
nents possess greater information content than 
GAAP earnings (Bradshaw and Sloan, 2002; 
Burgstahler et al., 2002). However, the available 
records of Tooth & Co do not provide any evi- 
dence that Tooth’s earnings management was in- 
tended to improve the reliability of reported 
earnings as predictors of future earnings. 


4.3. Earnings management as a function of equity 
market preference 

A frequently cited motivation for earnings man- 
agement is equity investor preferences for stable 
earnings and dividends (e.g. Michelson et al., 
2000). While there is considerable variation in the 
posited manifestation of such shareholder prefer- 
ences, two central conjectures are common in the 
literature: (1) risk-averse investors associate 
greater volatility in reported earnings with greater 
risk, which is reflected in an increased cost of cap- 
ital; and (2) there are investors with preferences 
for stable cash dividends. We consider the latter 
with the emphasis in earlier literature on the con- 
temporaneous relationship between annual profits 
and dividends in our discussion of this dividend 
focus. 





19 This assumes that cash equivalent balances and changes 
are a reliable indicator of potential free cash flows. 

20 A firm’s cost of equity capital is equivalent to investor’s 
required return on equity, which in turn is a function of ex- 
pected future dividends and capital growth. Changes in re- 
quired return impact upon stock price. 

21 Gordon does explicitly identify the usefulness of current 
reported earnings in predicting future earnings as being ad- 
vantageous to shareholders. 

22 Systematic risk reflects the sensitivity of a firm's stock re- 
turn to market-wide returns, and as such cannot be costlessly 
diversified away. 

23 This presumes investors are systematically misled by the 
smoothed reported income stream and that there exists a dif- 
ferential level of smoothing across firms (Ronen and Sadan, 
1981). 
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Equity investor risk aversion 

Investor disutility from perceived investment 
risk is an accepted axiom of financial economics 
that includes arguments that volatility in reported 
earnings affects perceived investment risk. 
Hepworth (1953) is typical of the early literature in 
regard to earnings management, in that the rela- 
tionship between earnings volatility and perceived 
investment risk was implied rather than explicitly 
stated: 


*Certainly the owners and creditors of an enter- 
prise will feel more confident toward a corporate 
management which is able to report stable earn- 
ings than if considerable fluctuation in earnings 
exists.' (Hepworth, 1953: 33) 


Gordon (1964) develops an axiomatic theory of 
income smoothing in which management rely on 
continued shareholder satisfaction that, in turn, is a 
function of 'the stability of its income' (1964: 
262); but does not explicitly identify risk-aversion 
as the motivation.” 

The later literature emphasises a connection be- 
tween profit smoothing and systematic risk, which 
is priced by the market (Sharpe, 1964).22 
Beidleman (1973) refines the earlier arguments, 
positing that, by smoothing earnings, the per- 
ceived systematic risk of the firm's equity could be 
reduced, thus reducing the cost of capital? The 
conjectured association between smooth profit 
streams and cost of capital does not require divi- 
dends to be stabilised. Lev and Kunitzky (1974) 
report a significant correlation between accounting 
earnings volatility and systematic risk, and 
Michelson et al. (2000) report that ‘smoothing 
firms’ enjoy significantly greater stock returns 
than others (for US S&P 500). The ‘perceived risk’ 
motivation is also supported by evidence regard- 
ing the effects of earnings volatility on expected 
non-diversifiable bankruptcy costs (e.g. Titman 
and Trueman, 1986). Concern for the cost of capi- 
tal will be greater when capital raising is planned. 
Teoh et al. (1998) find evidence of upward earn- 
ings management prior to seasoned public equity 
offerings, consistent with a motivation to max- 
imise the proceeds from issues. 

Tooth made seasoned equity issues in 1936 and 
1962. However, both were rights issues priced at 
less than 30% of the diluted minimum market 
value of the shares in the five years prior to each 
issue. It seems highly unlikely that Tooth per- 
ceived any need to smooth reported profits to max- 
imise the proceeds of these offers and we find no 
direct evidence of such concerns in Board memo- 
гапда. Also, we know that Tooth persistently man- 
aged reported profits downwards, which is 
inconsistent with promoting the equity issues. 
Managerial self-interest may provide an incentive 
for this prior to a rights offering because Tooth’s 
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rights offers allowed unsubscribed shares to be 
taken up by other shareholders. The substantial 
management shareholdings in the company pro- 
vide an incentive to understate profits prior to the 
offers, if they expect this to induce a lower share 
price and a lower acceptance rate among external 
shareholders. This may allow internal shareholders 
to acquire a greater proportion of shares and at a 
lower price than internal profits might suggest, ef- 
fectively transferring wealth from the external 
shareholders to management. Such a wealth effect 
would, of course, only be realised if subsequent in- 
formation was released informing the market of 
the ‘true’ profitability of the entity. However, 
Tooth’s issues were offered at a massive discount 
on the diluted market value; this would have en- 
couraged external shareholders taking up their 
rights and so it seems unlikely that such wealth 
transfers were a motive. 


Dividend focus 

We previously noted two dividend policy moti- 
vations for earnings management. These concern 
the relationship between investor’s expectations 
regarding reported profit and the magnitude of 
cash dividends: (1) management reduce reported 
profits to ameliorate pressure to pay high divi- 
dends, because higher distributions may be con- 
trary to either the firm’s or managers’ long-term 
interests; and (2) earnings management to smooth 
earnings may facilitate a stable dividend payout 
policy, which investors may prefer. 

Gibson (1971), describing early Australian 
practice, argues that the income statement was re- 
garded as little more than a justification for the 
current dividend.”* Similarly, Buckmaster (2001), 
citing a series of early articles from the profes- 
sional literature, identifies a widespread attitude 
among UK and US investors that ‘accounting in- 
come measures the proper amount of resources to 
be distributed as dividends for that period and cor- 
porate directors apparently felt pressure to make 
such distributions’ (p.25). Dicksee (1903, p.49) 
attributes both smoothing and long-term profit un- 
derstatements to the ‘notorious weakness of 
shareholders’ in regard to their dividend demands 
and their adverse reaction to firms maintaining 
large reported reserves. Such attitudes persisted 
into the 1940s, when US accounting regulators 
explicitly warned companies that reserves for war 
contingencies were not to be used to smooth in- 





24 Publication of a profit and loss (income) statement was 
not compulsory for NSW listed companies until 1925, when 
the Sydney Stock Exchange requirements were strengthened. 
The NSW companies legislation did not require publication of 
an income statement until 1936. 

25 NBAC. Tooth & Co Archives, N60/287, Tooth's & 
Toohey’s Financial Figures. 

26 NBAC. Tooth & Co Archives, N60/286, Tooth’s & 
Toohey’s Financial Figures. 
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come or dividends (Buckmaster, 2001: 25). 
Investors’ expectations have matured since the 
first half of the 20th century, and the more recent 
literature that focuses on earnings smoothing 
identifies the dividend-related objective as facili- 
tating a stable dividend policy, rather than the 
level of distributed dividends relative to reported 
profits (e.g. Hepworth, 1953; Ely and Mande, 
1996; Fudenberg and Tirole, 1995). 

Tooth’s ‘dividend focus’ is revealed in two ways: 
via the contents of internal company communica- 
tion, and through the observed relationship be- 
tween current reported profit and dividends. 

A 1931 Board Memorandum argues for the 
maintenance of secret reserves: ‘to enable a divi- 
dend to be paid in bad бтеѕ’ 25 А 1933 Board 
Memorandum asserts the following in regard to 
the effect of increasing dividends: 


"This will satisfy the shareholders for the time 
being, but they will probably look for a similar 
dividend next year and will be disappointed if 
they don't get it ...' 


*... The shareholders are ... already well satis- 
fied with their return from the Company's 
shares, which has been more stable than proba- 
bly that of any other organisation throughout the 
depression.” 


The relationship between Tooth’s reported profit 
and internal profit, dividends and disclosed cash 
equivalents (cash and government bonds) are illus- 
trated in Figure 3. The graphs indicate a close con- 
nection between periodic reported profits and 
dividends, with some divergence becoming more 
apparent in 1963. A dividend policy based on in- 
ternal profit would have produced a more erratic 
stream and, potentially, a greater drain on cash. 


4.4. Debt market preferences 

The earnings management literature identifies 
two aspects of motivations for profit smoothing (or 
short-run profit-increasing manipulations) arising 
from a debt market preference for borrowers with 
stable earnings. First, it is argued that a stable pat- 
tern of historical earnings will reduce a lender’s 
perception of the risk of the potential debtor and 
thus reduce the cost of debt (Hepworth, 1953). 
Second, where restrictive loan covenants attach to 
existing loans or debenture issues are written in 
terms of accounting earnings or ratios, manipula- 
tion of reported profit may sometimes allow a bor- 
rower to avoid breaching such covenants. Defond 
and Jiambalvo (1994) report a higher likelihood of 
profit-increasing manipulations in years prior to the 
breach of debt covenants. However, neither the cost 
of debt capital nor the avoidance of debt covenant 
breaches are relevant, as Tooth had no debt other 
than low levels of short-term trade credit. 
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4.5. Earnings тапазетен! and political costs 

Firms with highly visible earnings may have in- 
centives to understate profits or smooth earnings 
growth to avoid adverse political attention (Watts 
and Zimmerman, 1978}. Political costs can arise 
from adverse reactions to reported profits or mar- 
ket power. Costly adverse reactions include labour 
disputes and demands for higher wages, increases 
in taxation and excise duties, and industry regula- 
tory responses (such as prohibition, licensing con- 
ditions and quotas, controls over trading hours, 
price controls and actions against anti-competitive 
behaviour). 


Wage pressure 

Tf negotiated wage levels are affected by the em- 
ployer’s capacity to pay wages, as proxied by re- 
ported profits, an employer may perceive an 
advantage in avoiding significant increases in re- 
ported profits, particularly in periods of major 


wage negotiations. Godfrey and Jones (1999) re- 
port a recent positive relationship between the 
level of unionisation in a firm’s workforce and in- 
come smoothing in modern Australian firms. 
Earlier, Hepworth (1953) explicitly observes the 
potential dangers of perceived excessive profits in 
regard to industrial relations: 


‘А sharp increase in reported profits is very like- 
ly to produce in the minds of the members of the 
working force that they should participate to a 
greater extent in such profits, with resulting de- 
mands for wage increases, strikes and general in- 
dustrial unrest.’ (Hepworth, 1953; 33) 


There is direct evidence that pressure for ‘profit 
sharing’ from wage earners due to increases in 
reported profits concerned Tooth’s board, as 
observed in board correspondence of 1931 regard- 
ing the effect of high dividend payments on the 
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labour market: 


‘The company has already taken advantage of 
the 10% cut in wages, recently allowed by the 
Federal Arbitration Court in certain trades, and 
is now negotiating with the Brewery Employees 
Union for a similar reduction ... even continu- 
ance [of dividends] at the existing rate may give 
employees an opportunity to criticise the policy 
of the company. 


Tooth's recognition of a need to limit or reduce 
dividends to assuage potential negative labour sen- 
timent is juxtaposed with perceived shareholders' 
expectations that dividends will appropriate most 
of the reported earnings. Consequently, understat- 
ing profits facilitates both lower dividends and less 
wage pressure. 


Taxation and excise 

In regimes where the measurement of taxable in- 
come is based heavily on accounting income, the 
manipulation of reported earnings can directly af- 
fect taxation cash flows (Hepworth, 1953: 34). 
This is unlikely to have played a prominent role in 
Tooth’s reporting decisions because, except for the 
very early years of federal taxation, the taxation 
rules were not closely aligned with accounting 
practices and so the calculation of taxable income 
was largely independent of accounting income. 
Manipulations of depreciation, allowances against 
bad debts and the tax provision itself were Tooth's 
main methods of understating reported profits, but 
the maximum allowable depreciation rates for tax 
purposes were stipulated by law and bad debts 
were deductible only when actually written-off. As 
reported earlier, Tooth's taxable income (as dis- 
closed in their tax returns) is closely aligned with 
our measures of their internal profit? 

While we thus disccunt income taxes as a mo- 
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tive for Tooth’s profit manipulations, excise duty 
offered greater motivation. Excise duty, a Federal 
tax on alcohol produced, was the largest single 
component of Tooth’s cost of goods sold, ranging 
from 40% in 1925 to 73% in 1943. For the years 
where sufficient information is available to calcu- 
late effective excise rates based on Tooth’s total 
gallonage, the relationship between excise and gal- 
lonage (in decimalised £s) is shown in Figure 4.29 

Excise increases caused two undesirable out- 
comes for Tooth. First, consumer price sensitivity 
meant passing on excise increases to customers 
was likely to reduce total alcohol consumption. In 
February 1939, Tooth's wrote to the Federal 
Treasurer to unsuccessfully lobby against а pro- 
posed excise rate increase, citing an expected fall 
in demand of 12.5% should the proposed excise 
increase ргосеей 30 Second, passing on increases 
to consumers induced substitution effects that 
could have reduced Tooth's profits. For example, 
wine and spirits became more competitive because 
excise increases induced smaller percentage in- 
creases in their prices, and Tooth's profit margin 
for their beer was much higher than their margin 
on wine and spirits for which they were merely re- 
sellers. Conversely, excise reductions offered po- 
tential gains to the extent that they were not passed 
on to consumers or through increased consump- 


27 NBAC. Tooth & Co Archives, N60/287, Tooth's and 
Toohey's Financial Figures. 

28 The reported profitability of large businesses may affect 
the likelihood and direction of future changes in company tax 
rates (Adhikari et al., 2005) although it is unlikely that these 
effects result in periodic changes in behaviour in stable taxa- 
tion systems. 

2 Explicit amounts for COGS and Excise paid are only 
available for the period 1925—1965. Prior to 1925 the amount 
included in internal accounts as Excise expense does not in- 
clude that amount already embedded in gross profit. 

30 NBAC. Tooth & Co Archives, N60/211, Excise. 
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tion, and to the extent of any substitution from 
wine and spirits to the higher yielding beer. 

A greater concern may have been the extent of 
substitution between vending units for draught 
beer sales. Beer was sold in at least three different 
sized glasses, and the retail price per fluid ounce 
varied across these glass sizes. Due to the limited 
divisibility of currency, it was not possible to pre- 
cisely adjust retail prices per glass to reflect excise 
increases. A change in the relative prices of the 
beer sold in ‘middies’ and ‘schooners’ resulted in 
non-uniform price changes which could shift de- 
mand towards the lower yielding glass size. 
Tooth’s concern with this substitution effect is ev- 
idenced by the extensive research files maintained 
on the relationship between excise rates and sales 
mix?! 

For excise changes to provide an incentive for 
earnings management, it is assumed that either: ге- 
ported profits influence the government’s percep- 
tion of brewers’ capacity to pay excise; or that 
reported profits were believed to influence the 
public’s attitudes. Expected influences on the gov- 
ernment’s perceptions may induce profit manipu- 
lations in advance of prospective excise changes. 
Both expected government and public responses 
may induce manipulations subsequent to excise 
changes. It is, of course, arguable that knowledge- 
able employees of the Federal Treasury (responsi- 
ble for providing policy advice to the 
government), did not regard published earnings as 
a reliable measure of a firm’s capacity to pay. 
However, the likelihood of further government in- 
tervention increases with public pressure for ac- 
tion (Watts and Zimmerman, 1978). Increases in 
reported profit following a change in excise rates 
may induce public resentment that, in turn, may af- 
fect regulatory behaviour and consumer demand. 
The NSW Labor Council, for example, had a 
standing Liquor Investigations Committee, which 
was vocally opposed to the ‘enormous accrued 
profits of the breweries’ $? Figure 4 graphs excise 
rate increases in 1930, 1940, 1941, 1942, 1943, 
1952 and 1956. Assuming no other influences, the 
years subsequent to these should exhibit higher 
than average income-reducing behaviour, and 
lower than average growth in reported income. 


Regulatory threats 

Because brewing is a highly regulated industry, 
Tooth may have reduced or smoothed profits to in- 
fluence potential non-tax regulatory responses, in- 
cluding price controls, and market or licensing 
quotas, if they believed that reported profits influ- 
ence regulatory decisions. This would be consis- 
tent with behaviour observed elsewhere. For 
example, Jones (1991) reports evidence of in- 
come-reducing earnings management by firms 
subject to import relief investigations and 
Sivakumar and Waymire (2003) report that in- 
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creased conservatism in income measurement was 
significantly associated with regulation of the US 
Railroad industry in the early 20th century. 

Consistent with Watts and Zimmerman (1986; 
222-235) regulatory responses are more likely 
where some degree of monopoly power is evident 
or competition is weak. Sustaining abnormally 
high profits is a readily observable signal, to both 
government and the public, of a non-competitive 
market. High profits may also attract competition. 
The economics literature had previously addressed 
such concerns. For example, Alchian and Kessel 
(1962) identify potential regulatory responses to 
excess profitability as incentives to reduce report- 
ed profits, Williamson (1963) develops a behav- 
ioural model in which reported profits are 
constrained by the political costs of threatened reg- 
ulatory changes, and Hall and Weiss (1967) argue 
that large firms use accounting manipulations to 
understate reported earnings and so understate the 
difference in profitability between large and small 
firms. 

Tooth’s market power throughout the sample pe- 
riod suggests the threat of regulatory interference 
was persistent but not of a constant magnitude. It 
may have been variously affected by Tooth’s rela- 
tive performance, the rate of growth in Tooth’s 
market share, and changes in political and regula- 
tory attitudes. Growth in market share peaked be- 
tween 1934 and 1940, when Tooth’s freeholdings 
increased from 432 to 605 hotels and market share 
increased from 80% to 90% of NSW beer con- 
sumption and most growtk in Tooth’s market share 
occurred near the end of this period. Tooth exhib- 
ited the greatest proportionate growth in internal 
profit in the years 1934-1938, which also included 
the majority (128) of the hotel acquisitions. Had 
the cost (or fair value) of the newly acquired hotels 
appeared on the balance sheet without adjustment, 
Tooth’s increasing domination of the retail market 
would have been easily discerned by government 
and by interested sectors of the community (par- 
ticularly those favouring nationalisation of indus- 
try). By understating profit and offsetting the value 
of fixed assets, the extent of Tooth’s increasing 
market dominance was concealed. The disclosed 
increase in the net value of property, plant and 
equipment was only £1.3m compared to the gross 
increase of £3.8m. 

Regulatory concerns in anti-competitive markets 
often focus on price. In Tooth’s case, the only 
changes in the wholesale price of beer during the 
entire sample period were those accompanying ex- 
cise rate changes. While retail prices were official- 


31 NBAC. Tooth & Co Archives, N60/211 and N20/2664, 
Excise. 

32 Sydney Morning Herald, ‘Probe into New Beer Price’, 
1/12/1951. 
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ly set by the ULVA, and such changes flowed 
through to Tooth’s via rents on public houses and 
returns on company-operated hotels, we have not 
found any evidence that Tooth identified a direct 
link between reported profitability and prices 
charged other than in regard to excise changes. 
During the period 1942-1955, when price increas- 
es required government ratification, regulatory au- 
thorities had the power to inspect a company’s 
books of account. The information provided by 
Tooth when seeking wholesale price increases fol- 
lowing excise rate changes in the 1950s included 
disaggregated information based on their internal 
profit figures in support of such applications.” 
While the regulator was well-informed, the public 
were not. We contend that the main political con- 
sequences for Tooth derive from public percep- 
tions of profitability. 

Substantial civil and economic disruption also 
raise political costs and adverse public responses 
as perceived risks. The study period includes the 
two world wars and the great depression. These 
and the other events identified as potentially im- 
pacting on Tooth’s profit manipulations are sum- 
marised in Table 3. We use this data in the next 
section where we examine Tooth’s profit manipu- 
lations over time. 


5. Tooth’s profit smoothing and under- 


statements over time 

The anecdotal internal evidence indicates that 
Tooth’s partial smoothing and persistent under- 
statement of reported profits apparent in Figure 1 
are consistent with the avoidance of dividend de- 
mands and some profit-based political costs. Less 
obvious are the reasons behind the varying degrees 
of earnings management in different years. We 
first examine the circumstances of particular peri- 
ods of seemingly aberrant reporting behaviour, in- 
corporating the relevant arguments raised in 
Section 4. We then use regression analysis to sta- 
tistically test the relative importance of the various 
events and circumstances identified in the discus- 
sion. 


5.1. Periods of seemingly aberrant reporting 

Obvious exceptions to the general trend of 
steady growth in reported profits apparent in 
Figure 1 are the periods 1916-17, 1930-34, 
1940-43, 1951-52, 1956-58 and 1962—1965. These 
periods also contain most instances of the factors 
potentially affecting earnings management prac- 
tice discussed in Section 4 and listed in Table 3, 
summarised thus: 


1916-1917 Genuine deterioration of perform- 
ance and lower reserves with which 
to smooth income, 6 p.m. closing 
1917. 
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1930-1934 Excise increase 1930, excise de- 
crease 1932, wage cuts in 1931, re- 
tention of cash to finance acquisition 
of hotels from 1934-1937, anti-trust 
concerns following acquisition of 


Resch Ltd. 


Excise increases in 1940, 1941, 
1942, introduction of rationing, high- 
er dividend pressure due to high cash 
balance, Monopolies Act 1941. 


1941-1943 


1951-1952 Royal Commission into liquor trade, 
relaxation of restrictions on clubs, 


excise rise 1952. 
Excise rise 1957. 


Introduction of Companies Act 1961, 
Rights issue in 1962. 


Period 1: 1916—1917 

The financial years ending in 1916 and 1917 ex- 
hibited serious declines in profits. Internal profits 
declined by 34% over the two years (from 
£290,201 in 1915 to £260,131 in 1916 and 
£189,747 in 1917). Instead of using the secret re- 
serves to moderate this decline, the reserves were 
increased and reported profits exaggerated the de-' 
cline to 39% (from £284,795 in 1915 to £201,923, 
in 1916 and £172,654 in 1917). Possible reasons 
for Tooth's failure to use the secret reserves to 
maintain smooth profits include: 


1956—1958 
1961—1965 


1. The absence of smoothing incentives — howev- 
er there is no evidence to suggest that smooth- 
ing incentives should be lower during this 
period and merely reporting the internal profits 
would have lessened the reported declines; 


2. Auditor resistance to overstatements — however 
there is no documentary evidence of auditor re- 
sistance to attempted overstatements of current 
profit and this would not have encouraged un- 
derstatements; 


3. Management belief that the decline was ‘per- 
manent’ and should be reflected in reported 
profits in order to enhance the usefulness of cur- 
rent earnings as a predictor of future earnings; 


4. Management perceived advantages in reporting 
the decline. 


While 3 above remains a plausible explanation 
for Tooth’s reporting behaviour in this period but 
does not explain the increased understatements, 
we argue that the combination of factors detailed 
below indicate that perceived advantages to Tooth 
is the more likely explanation. The previously 
cited internal evidence indicates that dividend re- 
ductions were a driving factor and the dividend 


33 NBAC. Tooth & Co Archives, N20/267, Prices. 
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year 


1912 


1916 


1919 


1919 


1920 
1921 


1924 


1928 


1930 


1931 


1932 
1934 


1936 
1939 
1940 
1941 


1942 
1951 


1952 
1955 
1957 
1961 


1962 
1963 





Table 3 
Historical events potentially impacting on earnings management 


Financial 


Event 

Takeover and closure of Marshall’s Brewery. 
Tooth advanced funds to a 3rd brewery for 
the purpose of taking over Marshalls 

6 p.m. closing introduced, Also 

compulsory rent reductions under Liquor Act 


Introduction of Liquor (Ammendment) Act 1919, 


which extended 6 p.m. closing and introduced 
compensation for de-licensed premises 


Anti-competitive agreement signed with other 
Brewers 


Rights issue of equity 


Issue of equity to acquire business of 
Castlemaine Brewery 


Acquisition and closure of regional breweries 
in the Riverina district 
Rights issue of equity 


Referendum considering Prohibition is held 
and soundly defeated 


Acquisition of Reschs Brewery 
Excise increase 
Beginning of Great Depression 


Government sanctioned wage cuts 
Reduction in dividends 


Excise Reduction 


Mass acquisition of freehold hotel properties 
begins (continues to 1939) 


Rights issue of equity 
Small excise rise 
Large excise rise 


Monopolies Act introduced 
Large excise rise, rationing of beer and capital 
works 


Large excise rise 


Relaxation of legislation allowing explosion 
in number of licensed clubs 

Maxwell Royal Commission into the Liquor 
Industry 


Large excise rise 

End of 6 p.m. closing 

Large excise rise 

Companies Act 1961 introduced requiring 
disclosure of all amounts provided against 
assets and provision for taxation 

Rights issue of equity : 

First published statement affected by 
Companies Act 1961 requirements 
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Potential effect on earnings management 


Nil. Tooth's interest in the takeover was 
not publicly known at the time. 


Incentive to depress reported earnings 
following introduction of these measures. 
Incentive to depress earnings in period prior 
to finalisation of Act in effort to secure 
most favourable compensation terms. 


Nil. Existence of the agreement not publicly 
known. 





Ambiguous (see discussion) 


Incentive to depress reported profit in 
regard to anti-competitive behaviour. 


As above 


Long-term incentive to depress earnings 
prior to referendum (the referendum had 
been planned since 1919). 


Strong incentive to report reduced income. 


As above 


As above 


Strong incentive to “smooth the balance 
sheet’ (to obscure evidence of expansion in 
retail premises). 


Ambiguous (see discussion) 
Incentive to reduce reported income. 
As above 

As above 


As above 
As above 


Ambiguous 
Incentive to reduce reported income. 


Reduced ability (in future years) to reduce 
reported income. 


Ambiguous 
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rate was reduced in 1916, owing to ‘increased 
costs of production’ and ‘additional taxation’ 34 
The increased taxation resulted from the introduc- 
tion of federal income tax, though the effect on 
total tax payable was only of the order of £10,000. 
Hotel trading hours were reduced in the 1917 fi- 
nancial year, during which time a mandated reduc- 
tion in rents also decreased both reported and 
internal profit. The sustained decrease in reported 
profit also coincides with the imposition of new 
taxes and the Liquor (Amendment) Act 1916 that 
instituted 6 p.m. closing of public houses. The reg- 
ulatory changes may have provided sufficient jus- 
tification for reduced reported profits to avoid the 
shareholder-related costs associated with a reduc- 
tion in the dividend rate. 


Period 2: 1930-1934 

The substantial decrease in reported profit for 
1931 and lack of recovery until 1934 largely fol- 
lows internal profits. However, Tooth had more 
than sufficient secret reserves to report smooth 
modest growth in reported profit; indeed, reporting 
unadjusted internal profits would have accom- 
plished this (see Figure 1). Possible reasons for re- 
porting the decline include political costs of 
anti-competitive behaviour that may have been 
higher during this period for several reasons, and 
opportunities for further expansion: 


1. The extent of the depression may have indicat- 
ed some level of reported profit reduction to be 
prudent because of a possible public or con- 
sumer backlash. 


2. Tooth’s acquisition of Resch Ltd in 1929 in- 
creased their market share from 68% to 80%. 
Most of the remaining market share belonged to 
Toohey’s Ltd, with whom Tooth fixed minimum 
retail prices via their domination of the ULVA. 
Reporting performance superior to that of com- 
petitors and other consumer product markets 
may have risked a greater likelihood of increased 
regulatory action in the brewing industry. 


3. Tooth was vocal in its objection to the 1930 ex- 
' cise increase, and reporting a strong fall in profits 
immediately thereafter would have strengthened 
their case for repeal. Despite a slight recovery in 
internal profits, reported profits were kept rela- 
tively flat. Subsequently, a 1933 Board memo- 
randum discussing possible uses of undisclosed 
reserves made the following comment: 





34 NBAC. Tooth & Co Archive, N20/4000, Tooth's Annual 
Reports and Balance Sheets. 

35 From 1932 to 1933, internal profit grew 6.26% but re- 
ported profits were increased by only 3.1596. 

3$ NBAC. Tooth & Co Archives, N60/286, Tooth and 
Tooheys Financial Figures. 

37 NBAC. Tooth & Co Archives, N60/287, Tooth and 
Tooheys Financial Figures. 
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‘A substantial increase in dividend at this stage 
might easily lead to a certain amount of public 
resentment. During the debate in the Federal 
House on the excise reduction, suggestions 
were made that the trade had been treated too 
liberally ... a substantial increase of dividend 
now would tend to revive a feeling of public re- 
sentment and might easily lead to the excise 
being increased ... In the meantime we are actu- 
ally aiming for a further reduction in excise.’*6 


4. The above memorandum also reflects the per- 
ceived connection between dividend policy and 
political costs. Given that dividend policy was 
linked to reported income, this juxtaposition in- 
dicates a further incentive to depress reported 
earnings. Dividends were reduced in the 1931 
financial year and did not return to their 1930 
level until 1936. 


5. Although the depression was harmful to the 
trading performance of Tooth, discounted asset 
prices also provided an opportunity for a signif- 
icant expansion of freehold properties. Tooth’s 
expectations in this regard is evident in the fol- 
lowing extract from a 1931 Board memoran- 
dum considering dividend policy: 


“With the general decline in market value of prop- 

erties the Company should have opportunities of 
acquiring valuable freehold hotel properties at 
prices which would not have been credited say 
twelve or eighteen months ago ... provided the 
Company has sufficient ready money available, 
it will be able to secure valuable trade outlets in 
solid districts at very low с031.?37 


During this period Tooth increased its freehold 
hotels from 400 to 553. The related need for cash 
resources and the possible political costs associat- 
ed with the depression, growth in market share, 
and lobbying in relation to excise, meant that 
lower dividends and lower reported profits were 
desirable. The need for cash is evidenced by a 
rights issue of equity in 1935. 

Avoiding the possible political costs associated 
with the public recognition of the extent of the 
company’s grip on the retail market, which would 
be facilitated by disclosing these acquisitions, 
meant that the extent of the increase in fixed assets 
had to be kept off the balance sheet, further requir- 
ing the concealment of profits. Despite an increase 
in gross fixed assets of £3.6m (based on internal 
records), net fixed assets increased by just £1.3m 
on the published balance sheet. 


Period 3: 1941-1943 

Despite the pressures of wartime restrictions 
on domestic demand, Tooth’s internally reported 
profits grew steadily during WWII. Published 
profits, however, show a decline in both 1941 and 
1942. Public and political concerns regarding war- 
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time sacrifices and profiteering may have indicat- 
ed some level of reported profit reduction to be 
prudent. Government restrictions on repairs and 
maintenance expenditure also caused the balance 
of cash equivalents to rise significantly, potential- 
ly adding to pressure for dividends if higher prof- 
its were disclosed. Superficially, the introduction 
of the 1941 Monopolies Act may appear to have 
encouraged profit understatements but, as noted 
earlier, Tooth’s legal advice indicated that this leg- 
islation was not a cause of great concern and was 
thus unlikely to have motivated reporting behav- 
iour. However, excise duties again appear to have 
been a concern. After a very small rise in excise in 
the 1939 financial year, the excise rates rose three 
times from late 1940 to late 1942. The aggregate 
increase in the excise rate during this period was 
123% of the 1939 excise rate. 


Period 4: 1951-1952 

The 1951 Maxwell Royal Commission into the 
Liquor Industry posed a substantial political threat. 
Its terms of reference covered most aspects of the 
liquor industry, including the tied-house system, 
concerns over the monopolistic behaviour in the 
industry, and the issue of 6 p.m. closing. The 
Commission sat through 1951-1952 and its find- 
ings were generally known in 1953 and formally 
published in 1954. From Tooth’s archives it is 
clear that very substantial time and resources were 
devoted to submissions to this inquiry. Over such 
a period Tooth’s earnings must have been highly 
visible and sensitive. 

Most of Tooth’s hotel leases were fixed for three 
to five years and significant inflation in the early 
1950s adversely affected Tooth’s internal profit.?* 
Nonetheless, internal profit remained roughly dou- 
ble the reported profit. Tooth chose to report a 
small decrease in profit in 1951 and a trivial in- 
crease in 1952. 


Period 5: 1956-1958 

The major event of this period was ап excise ш- 
crease affecting the 1957 financial year. Missing 
data for 1955-1956 limits our analysis of this pe- 
riod but the limited evidence available is consis- 
tent with the observed behaviour in other periods 
following an excise increase. Reported profit 
growth was near zero. 


Period 6: 1961-1965 

The Companies Act (New South Wales) 1961 
was based on the provisions of the UK Companies 
Act 1948 and required companies to disclose pro- 
visions for taxation, the gross and net amounts of 
fixed assets and receivables and various other in- 
creases in the detail of the income statement. From 
Tooth’s perspective, the Act caused a significant 
reduction. of scope for understating reported prof- 
it. The requirement that ‘provisions’ against assets 
had to be disclosed meant that they must be credi- 
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ble. Furthermore, the requirement to disclose the 
provision for taxation allowed the market, for the 
first time, to estimate the company’s taxable in- 
come as a check on the published profit. 

The first of Tooth’s published statements to reflect 
the new disclosure requirements were for the year 
ending 31 March 1963. In preparing the financial 
statements for that year, the previously undisclosed 
reserve accounts were written down by approxi- 
mately £13m. Approximately £11m of this was 
matched by a reduction in the value of the ‘cost’ ac- 
counts for fixed assets (thus leaving net asset values 
unchanged)? The ‘Provision for Doubtful Debts’ 
was reduced by £2m and approximately £400,000 
of excessive depreciation allowances were reversed. 
Published net profit rose from £1.5m to £1.9m (by 
far the greatest recorded single-period increase in 
the firm’s profitability). Similarly, the understate- 
ment of published income relative to the level of in- 
ternal income reached its lowest point since 1916. 

In 1962 the company issued shares via a rights 
issue (at a significant discount) for £1.5m. From an 
agency theory perspective, the timing and terms of 
this issue may have a managerial self-interest mo- 
tive. Returns on Tooth’s equity in subsequent years 
were 21% and 30% respectively (double the mar- 
ket yield) and any shareholder who participated in 
the rights issue enjoyed considerable gains. The 
low earnings growth in the years prior to this issue 
appear consistent with management discouraging 
external shareholders from exercising their rights 
to buy shares, leaving more for internal sharehold- 
ers. Similarly, at the time of the issue Tooth’s were 
well aware of the inflationary effect that the 196/ 
Companies Act would have on their reported prof- 
its for years 1963 onwards, suggesting that the ab- 
normal subsequent stock returns were to some 
extent predictable by management. However, we 
have no evidence regarding the allocation of 
shares under the rights issue. Furthermore, be- 
cause the rights price represented such a discount 
on the diluted market value, it seems unlikely that 
the profit-reducing behaviour would have signifi- 
cantly impacted on the external shareholders’ up- 
take of the rights issue. It is entirely plausible that 
the rights issue simply corrected a working capital 
shortage which had developed since the late 
1950s. Massive investment in outer suburban ho- 
tels, inspired by the end of 6 p.m. closing in 1955, 
reduced cash balances from £2.6m in 1955, to 
~£0.3m in 1957. Negative overall cash balances 
persisted until the rights issue in 1962. 








38 Retail Price Index inflation for 1950, 1951 and 1952 was 
9.22%, 10.97% and 22.81% respectively. 

39 The likelihood that net asset values remained significant- 
ly negatively biased is evidenced by the fact that within eight 
years asset revaluations effectively doubled the disclosed 
1963 value of fixed assets. 
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5.2. A statistical test of the impact of particular 
events on earnings understatements 

Our discussion of events and examination of the 
graphical evidence exposes discernible differences 
in particular years, and also emphasises the com- 
plexity of events in some periods. Without a basis 
for weighting the possible multivariate effects, our 
interpretive analysis is not singularly persuasive. 
Using a simple regression, we attempt to relate dif- 
ferences in understated profits to particular recur- 
ring events. We consider three types of events from 
Table 3 that we can attribute to particular years: 


1. Expected lobbying by Tooth in relation to 
prospective regulatory changes, for which we 
expect to observe a larger profit understatement 
in the year in which lobbying was known to be 
high (e.g. when trading hours and prohibition 
were on the agenda) or prior to any actual regu- 
latory change (e.g. 6 p.m. closing). 


2. Increases in excise duties, for which we expect 
a larger understatement of profit in the reporting 
period following the announced increase. 


3. Competition-reducing actions by Tooth (such 
as price agreements, takeovers and substantial 
public house acquisitions). We expect larger 
profit understatement in the reporting period 
following the acquisition.“ 


The above events are measured using dummy 
variables, which assume a value of one if the par- 
ticular event occurred in a given year and zero oth- 
erwise. 

We measure earnings understatements in ratio 
form (internal profit/published profit) to avoid 
scale issues, such as inflation. Because of the per- 
sistence of earnings understatements, we use the 
change in the earnings understatement ratio as the 
dependent variable and control for changes in the 
growth in internal profit. Because of the strong ev- 
idence of smoothing in our graphical analysis, we 
also include the square of the change in growth in 
internal profit. More complex exponential forms 
may provide better control for smoothing but, be- 
cause the change in growth variable is less than 
one in all cases except 1918, we opt for the simpler 
form but subsequently test the adequacy of the 
model specification using Ramsey's RESET. 

By controlling for growth and smoothing in this 
manner, the estimated regression coefficients for 
Excise, Lobby and Competition in Model 1 test for 
effects on changes in earnings understatements be- 
yond the level which zan be explained purely by 
changes in the rate of growth in internal income. 
AUnderstatement, = а + b,AGrowth, + (1) 
b,AGrowth? + 
b4Lobby, + b,Excise,, + 


b,Competition, , 
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Where 


AUnderstatement, = Changes in the earnings un- 
derstatement ration, calculated 


thus: (1Р1, /P, КР, 


AGrowth, = Changes in the growth in inter- 
nal earnings, calculated thus: 
(dh. 1 1. rhea) a. 1-12) 

AGrowth? = the square of AGrowth, 

1, = internal profit for year t 

Р, = published profit for year t 

Lobby, = 1 in years where lobbying be- 
haviour is likely to be abnor- 
mally high and 0 otherwise. 

Excise, | = 1 if an excise rate increase 


occurred in the previous year 
and 0 otherwise. 


Competition, = 1 in periods where Tooth 
made acquisitions of other 
breweries or significant num- 
bers of public houses and 0 


otherwise. 


Descriptive statistics and the correlation matrix 
for the dependent, control and test variables are 
presented in Table 4. The correlation matrix sug- 
gests possible multicollinearity amongst regression 
variables; however variance inflation factors and 
condition indices indicate no significant multi- 
collinearity problems in the regression model.*! 
Potential for non-normality in the dependent vari- 
able is tested using the Kolmogorov-Smirnov test, 
which rejects the null hypothesis of normality at 
р=0.001. However, this result is attributable to the 
abnormally high growth measure observed in 1918. 
Deletion of this outlier results in a Kolmogorov- 
Smirnov statistic that fails to reject the null of nor- 
mality (р=0.200). Subsequent regression analysis 
was conducted both with and without the outlying 
observation. With missing profit data for 1955 and 
1956, and the requirement for lagged profits, the 
number of sample years is 51. 

We predict positive coefficients for all the vari- 
ables, indicating that the variable is associated 
with an increased level of understatement, relative 
to the previous financial period. The results for the 
regression are reported in Table 5. 

The test variables Excise, Lobbying and 
Compensation are significantly associated with 
changes in proportionate earnings understatement 
in the predicted direction. Thus, we confirm the 
apparent associations observed in Table 3. 








40 Other events canvassed earlier do not occur in sufficient 
numbers to test their impact in this manner. 

41 The largest variance inflation factor was 2.58 and the 
largest condition index was 3.18. 
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Table 4 
Descriptive statistics 


Dummy variables 
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Variable N Minimum Maximum Frequency 
Excise, | 51 0 1 6 
Lobby, 5] 0 1 6 
Competition, | 51 0 1 9 
Continuous variables 
Variable N Minimum Maximum Mean Std. Deviation 
АУР, 51 -0.196 0.884 0.012 0.157 
AGrowth, 51 -0.505 1.430 0.019 0.261 
AGrowth? 51 0.000 2.050 0.0674 0.287 
Correlation matrix 
Variable АБР, AGrowth, AGrowth? Lobby, Excise,, | Competition, | 
AIJP, 1.000 
AGrowth 0.762 1.000 
AGrowth? 0.790 0.752 1.000 
Lobby, 0.413 0.269 0.366 1.000 
Excise, , 0.103 -0.036 -0.061 -0.133 1.000 
Competition, , 0.025 -0.154 —0.006 —0.169 —0.169 1.000 
Table 5 
Results of regression of change in profit understatement (AL/P,) 
Adjusted SE of the F test 
Regression results R Square R Square estimate significance Durbin-Watson 
№ >= 51 0.759 0.732 0.082 0.000 1.752* 
Explanatory variables B SE t Significance 
Constant -0.043 0.015 -2.86 0.012 (2-tail) 
AGrowth, 0.266 0.068 3.87 0.000 (2-tail) 
AGrowth? 0218 0.065 3.37 0.002 (2-tail) 
Excise, , 0.096 0.037 2.62 0.006 (1-tail) 
Lobby, 0.098 0.039 2.51 0.008 (1-tail) 
Competition, , 0.067 , 0032 209 0.021 (1-tail) 
*The serial correlation of residuals lies in the inconclusive range of the Durbin-Watson critical values (95% 
confidence level). The Durbin-Watson H statistic of 0.120 and Breusch-Godfrey statistic of 0.139 (for lag = 1), 





which allow for endogeneity within the model, fail to reject the null hypothesis that there is no autocorrelation 
between residuals. The critical value for these chi-square statistics is 3.84 (95% confidence level). Breusch- 
Godfrey statistics were also computed for lags of one to four years and again failed to reject the null. The 
Breusch-Pagan statistic (0.05), which tests for possible heteroskedasticity is not significant (p=0.821). 





Because of the potential leverage exerted on the 
regression by the abnormally large growth meas- 
ure observed in 1918, the regression model was 
also estimated without this observation (not re- 
ported). The only difference in the sign or signifi- 
cance of the explanatory variables is a reduction in 
the significance of AGrowth? to p=0.484. 

The Breusch-Pagan statistic reported in Table 5 


does not indicate any heteroskedasticity problems. 
Although the Durbin-Watson H statistics and 
Breusch-Godfrey statistics reported in Table 5 in- 
dicate that there is no induced serial correlation in 
the residuals, we also estimate the regression with- 
out AGrowth and AGrowth?. If we include 
AGrowth but omit AGrowth?, then Competition, 
Excise and Lobby remain significant and positive, 
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but the regression diagnostics (Ramsey’s RESET) 
indicate that non-linear combinations of the ex- 
planatory variable would improve the model. 
When both AGrowth and AGrowth? are omitted, 
the R? is substantially lower and Competition is no 
longer significant in the under-specified model. 
Augmented Dickey-Fuller tests, using lags of one 
to four years, indicate that the change in the earn- 
ings understatement ratio and the control variables 
(AGrowth and AGrowth?) are stationary (at 95% 
confidence level). 


6. Concluding comments 

The use of secret reserves for manipulating earn- 
ings is broached in the contemporaneous profes- 
sional literature and noted in the accounting and 
business research literature. However, there has 
been little previous evidence indicating the magni- 
tude of such practices. Further, while incentives 
were usually phrased in the context of investors’ 
dividends expectations, this case demonstrates that 
political costs, in the sense of positive accounting 
theory, also explain much of the periodic earnings 
management. 

There is clear evidence that Tooth smoothed re- 
ported profits but we also identify persistent un- 
derstatements in reported profits, with the relative 
reliability of reported profit varying considerably 
over time. In particular, periods of high political 
costs or incentives to influence regulatory actions 
(particularly in the case of excise changes) are аз- 
sociated with greater understatements, even in cir- 
cumstances where the company’s internal profit 
was increasing. Our investigation also reveals that 
Tooth’s management of the balance sheet was a 
strategic response to political costs associated with 
competition (market share) concerns. There is, of 
course, a necessary relationship between income 
and balance sheet management. 

Given the limitations associated with the rela- 
tively small number of observations in our dataset 
and the coarseness of our binary proxies for earn- 
ings management incentives, caution should be ap- 
plied in evaluating our statistical results. However, 
the results obtained complement the descriptive 
historical evidence presented in the paper. This 
complementarity between our quantitative and 
qualitative analyses provides a stronger basis for 
our conclusions than either analysis considered 
singularly. 

While caution must be exercised in generalising 
from an analysis of the behaviour of a single firm 
in a single market, there are undoubted similarities 
between the reporting incentives facing Tooth and 
those affecting other large firms operating in mar- 
kets with weak competition and subject to similar- 
ly ineffective disclosure regimes. While the Tooth 
case is complicated by the politically sensitive na- 
ture of the firm’s product, most of the issues raised 
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apply more generally. 

The importance of these results for contempo- 
rary accounting practices pertains to the impact of 
disclosure regulation, as exemplified by the role of 
the Companies Act 1961 in forcing Tooth’s aban- 
donment of persistent large scale earnings under- 
statement. Without such regulation, it seems 
unlikely that the improved transparency and accu- 
racy would have occurred. 

These results indicate that considerable caution 
should be exercised in analyses that rely on histor- 
ical time series of reported accounting numbers — 
notably profits, equity and assets. This is especial- 
ly so for periods predating regulatory disclosure 
requirements of the kind that curtailed much of 
Tooth’s mis-reporting practices, such as the 1961 
Companies Act in NSW and the 1948 Act in the 
UK. For the business historian, this builds upon 
the work of Marriner (1980) and Arnold (1996, 
1998), who note the importance of secret reserves 
for the reliability of historical published earnings, 
by indicating the magnitude of such problems and 
by relating earnings management activity to both 
political costs and regulatory changes. 
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The value relevance of disclosures of 
liabilities of equity-accounted investees: 
UK evidence 


John O'Hanlon and Paul Taylor* 


Abstract— This study examines the value relevance of mandated disclosures by UK firms of the investor-firm 
share of liabilities of equity-accounted associate and joint venture investees. Ít does so for the six years following 
the introduction of FRS 9: Associates and Joint Ventures, which forced a substantial increase in such disclosures 
by UK firms. Since the increased disclosure requirements were partly motivated by concern that single-line equity 
accounting concealed the level of group gearing, and in light of previous US results, it is predicted that the man- 
dated investee-liability disclosures have a negative coefficient in a value-relevance regression. The study also ex- 
amines whether value-relevance regression coefficients on investee-liability disclosures are more negative for joint 
ventures than for associates and whether they are more negative in the presence of investor-firm guarantees of in- 
vestee-firm obligations than in the absence of such guarantees. The study reports that the coefficient on all investee- 
liability disclosures taken together has the predicted negative sign, and is significantly different from zero. It finds 
little evidence that the negative valuation impact of liability disclosures is stronger for joint venture investees over- 
all than for assocíate investees overall, or stronger for guarantee cases overall than for non-guarantee cases overall. 
There is, however, some evidence that the impact for joint venture guarantee cases is stronger than that for joint 
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venture non-guarantee cases and stronger than that for associate guarantee cases. 
Key words: Equity accounting; joint ventures; associates; FRS 9; value relevance 


1. Introduction 
By testing for their value relevance, this study ex- 
amines the usefulness to investors of mandated 
disclosures by UK firms of the investor-firm share 
of liabilities of equity-accounted associate and 
joint venture investees. The study uses UK data for 
the period from 1998 to 2003, immediately follow- 
ing the date of the introduction by the UK's 
Accounting Standards Board (ASB) of FRS 9: 
Associates and Joint Ventures (ASB, 1997). 
Motivated in part by concern that single-line eq- 
uity accounting was being used as an off-balance- 
sheet-financing device which had the effect of 
concealing the level of group gearing (ASB, 
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1996), FRS 9 introduced for the first time strict 
thresholds governing disclosures by UK firms of 
the investor-firm share of the underlying gross as- 
sets and liabilities of equity-accounted investees, 
and forced a substantial increase in such disclo- 
sures. On the grounds that joint ventures are sub- 
ject to joint control by the investor firm whereas 
associates are only subject to its significant influ- 
ence, FRS 9 also introduced a distinction between 
associate investees and joint venture investees, re- 
quiring a higher and more prominent degree of dis- 
closure in respect of joint ventures. We examine 
the value relevance of the FRS 9-mandated disclo- 
sures of the liabilities of equity-accounted in- 
vestees, which are the amounts by which the net 
investments in investees for which disclosures are 
made would have to be grossed up to give the in- 
vestor-firm share of the gross assets and liabilities 
of those investees. In light of the concerns about 
concealment of group gearing that partly motivat- 
ed the investee-liability disclosure requirements of 
FRS 9 and in light of the findings of previous US 
research, we predict that the mandated disclosures 
are negatively associated with the market value of 
equity of the investor firm, and therefore have a 
negative coefficient in a value-relevance regres- 
sion. In light of the possibility that the creditors of 
joint ventures might be more likely than those of 
associates to have explicit or implicit recourse to 
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the assets of the investor firm and in light of the 
greater and more prominent disclosure that FRS 9 
required for joint ventures relative to associates, 
we also examine whether the value-relevance re- 
gression coefficient on investee-liability disclo- 
sures is more negative for joint ventures than for 
associates. Furthermore, because of the recourse to 
the assets of the investor firm conferred by an in- 
vestor-firm guarantee of investee-firm obligations, 
and in light of the findings of previous US re- 
search, we examine whether the value-relevance 
regression coefficient on investee-liability disclo- 
sures is more negative in the presence of investor- 
firm guarantees than in the absence of such 
guarantees. 

The findings of the study indicate that disclo- 
sures of liabilities of equity-accounted investees, 
which enable equity-accounted net investments to 
be grossed up by financial statement users, are 
negatively associated with the market value of eq- 
uity of the investor firm. This is consistent with the 
concerns about off-balance-sheet financing that 
helped motivate the requirement for such disclo- 
sures under FRS 9. The study finds little evidence 
that the negative valuation impact of liability dis- 
closures is stronger for joint venture investees 
overall than for associate investees overall, or 
stronger for guarantee cases overall than for non- 
guarantee cases overall. There is some evidence 
that the impact for joint venture guarantee cases is 
stronger than that for joint venture non-guarantee 
cases and stronger than that for associate guaran- 
tee cases. 

The remainder of the paper is organised as fol- 
lows. Section 2 gives the background to the study, 
outlining relevant issues relating to accounting for 
associates and joint ventures and the results of re- 
lated research. Section 3 describes the research de- 
sign. Section 4 gives details of the data used in the 
study. Section 5 reports the results. Section 6 con- 
cludes. 


2. Background 

This section provides background for the empiri- 
cal work reported in the study. Subsection 2.1 out- 
lines the history of the accounting for investments 
in associates and joint ventures in US, internation- 
al and UK generally accepted accounting practice 
(GAAP), with particular reference to the disclo- 
sure of the gross assets and liabilities of equity-ac- 
counted investees and to the provisions of the UK 
accounting standard FRS 9. Subsection 2.2 out- 
lines related research. Subsection 2.3 summarises 
the section. 





1 See FRS 9: Associates and Joint Ventures (ASB, 1997), 
IAS 28: Investments in Associates (IASB, 2003a) and IAS 31: 
Interests in Joint Ventures (ASB, 2003b) for definitions of as- 
sociates and joint ventures in UK and international GAAP. 
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2.1. Accounting for associates and joint ventures 

Associate and joint venture investees are each 
subject to an important degree of influence by the 
investor firm, where the influence falls short of the 
control that would classify the investee as a sub- 
sidiary of the investor firm. In the case of a joint 
venture, the investor firm and one or more other 
parties exercise joint control under a contractual 
arrangement; in the case of an associate, the in- 
vestor firm merely exercises significant influence.! 
Some accounting regimes have drawn a distinction 
between the two types of investee, and others have 
not. 

Until the early 1970s, an investment by one firm 
in another where the investee firm was not a sub- 
sidiary of the investor firm was generally account- 
ed for at cost in the balance sheet, and income was 
recognised when a dividend was received from the 
investee. The inadequacies of such accounting for 
what might be vehicles for important activities 
motivated the development of 4 more informative 
method of accounting for investee firms over 
which the investor firm had significant influence 
short of control. Under this method, termed the eq- 
uity method, the investee is accounted for in the 
investor firm’s balance sheet as a single-line item 
comprising cost plus the investor-firm share of the 
post-acquisition change in the investee’s equity, 
and in its income statement as the investor-firm 
share of aggregated components of investee net in- 
come. Use of the method was pioneered by the 
Royal Dutch Shell group in 1964 (Emst & Young 
LLP, 2001), and was introduced into US GAAP 
and UK GAAP in 1971. The relevant US account- 
ing standard was APB Opinion No. 18: The equity 
method of accounting for investments in common 
stock (Accounting Principles Board, 1971), and 
the relevant UK accounting standard was initially 
SSAP 1: Accounting for Associated Companies 
(ASC, 1971). Subsequently, international account- 
ing standards incorporated the method in IAS 28: 
Investments in Associates (IASB, 2003a) and 
IAS 31: Interests in Joint Ventures, IASB, 2003b), 
which were first issued in 1988 and 1990, respec- 
tively. 

Concern has been expressed in some quarters 
that single-line equity accounting may reflect in- 
sufficient information about the activities of in- 
vestee firms, a particular concern being that such 
accounting could be used to conceal the level of 
investor-group debt (Bierman, 1992; ASB, 1994; 
ASB, 1996; Crichton, 1996; Johnson and Holgate, 
1996). This has led to the development of various 
methods for reflecting in the financial statements 
of investor firms more detailed information from 
the underlying income statements and balance 
sheets of equity-accounted investees. These meth- 
ods include proportionate consolidation, where the 
investor-firm share of investee-firm financial- 
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Statement line items is merged with the investor- 
firm line items, the expanded equity method, 
where the investor-firm share of investee-firm line 
items appears in the investor firm’s financial state- 
ments but is not merged with the investor-firm line 
items, and note disclosures. There has been much 
debate about how far along the spectrum from sin- 
gle-line equity accounting to proportionate consol- 
idation regulators should go with regard to 
associates and joint ventures, with single-line eq- 
uity accounting being seen by some as reflecting 
an inadequate amount of information about impor- 
tant activities and proportionate consolidation 
being seen by some as implying a greater degree of 
control than is actually exercised (ASB, 1994; 
Milburn and Chant, 1999). Differences of opinion 
have been reflected in differences across regimes 
in accounting for associates and joint ventures. 

With regard to disclosure of liabilities of equity- 
accounted investees, the US’s APB Opinion No. 18 
states that, where material, it might be necessary to 
disclose information on the assets and liabilities of 
the investee firm. Materiality thresholds are not 
defined by APB Opinion No. 18, but have been de- 
fined for SEC registrants by the SEC’s Regulation 
S-X. This requires note disclosure of summarised 
information on assets, liabilities and results of op- 
erations of equity-accounted investees that exceed 
specified materiality thresholds, and the filing of 
separate financial statements of equity-accounted 
investees that exceed higher materiality thresholds 
(Accounting Series Release 302: Separate 
Financial Statements Required by Regulation S-X, 
SEC, 1981)? No distinction is drawn between as- 
sociates and joint ventures with regard to the re- 
quired method of accounting or the required 
disclosures. 

International GAAP has distinguished between 
the method of accounting for associates and the 
method of accounting for joint ventures, including 
with regard to the way in which investee liabilities 
are reflected in investor-firm financial statements. 
When first issued in 1988, IAS 28: Investments in 
Associates required associates to be accounted for 
by the equity method, with no requirement for dis- 
closure of liabilities of associates. However, the 
current version of the standard, effective for ac- 
counting periods beginning on or after 1 January 
2005, requires disclosure of summarised financial 
information of all associates, including their ag- 
. gregate assets, liabilities, revenue and net income 
(IASB, 2003a). IAS 31: Interests in Joint Ventures 
requires that joint ventures be accounted for either 
by proportionate consolidation, which is the pre- 
ferred method, or by the equity method as for 
associates. However, the IASB has recently sig- 





2 The relevant Regulation 5-Х rules are 1-02(w), 3-09 and 
4-08(g). 
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nalled its intention to eliminate the main difference 
between IAS 31 and the corresponding US GAAP 
provisions by removing the option to account for 
joint ventures by proportionate consolidation and 
requiring that they be accounted for by the equity 
method (IASB, 2007). This will remove a signifi- 
cant distinction between the methods of account- 
ing for associates and for joint ventures, although 
disclosures may continue to be made separately for 
each class of investee. 

Similar to APB Opinion No. 18, фе UK's SSAP 1 
required that, if materially relevant from the per- 
spective of the investor firm, information on the 
assets and liabilities of an equity-accounted in- 
vestee should be disclosed in the investor firm's fi- 
nancial statements. However, no materiality 
thresholds were defined and, for the period during 
which SSAP 1 was in force, disclosure of such in- 
formation by UK firms was rare (ASB, 1997, ap- 
pendix 3, paragraph 3). During the 1990s, there 
was concern that this might be allowing equity- 
accounted investees to be used as a means of con- 
cealing debt (ASB, 1994; ASB, 1996; Crichton, 
1996; Johnson and Holgate, 1996). Furthermore, 
on the grounds that joint ventures and associates 
are different in that the former is subject to joint 
control by the investor firm whereas the latter is 
merely subject to its significant influence, there 
was some debate as to whether joint ventures 
should be treated differently from associates. 
These concerns were reflected in the development 
by the UK's ASB of FRS 9: Associates and Joint 
Ventures, which came into effect for accounting 
periods ending on or after 23 June 1998. This de- 
fined for the first time strict thresholds governing 
the disclosure by UK firms of the investor-firm 
share of the liabilities of equity-accounted in- 
vestees, bringing about a significant increase in 
such disclosure. It also introduced a clear distinc- 
tion between associates and joint ventures, requir- 
ing a higher and more prominent degree of 
disclosure for the latter. 

The disclosures required by FRS 9 took three 
principal forms. First, firms were required to ac- 
count for all joint ventures by the gross equity 
method, whereby the investor-firm share of the in- 
vestee firm's gross assets and gross liabilities ap- 
peared on the face of the investor firm's balance 
sheet and the investor-firm share of the investee 
firm's sales revenue appeared on the face of the in- 
vestor firm's income statement. Second, if the in- 
vestor-firm share of one or more designated items 
for aggregate associates or for aggregate joint ven- 
tures exceeded 1596 of the corresponding item for 
the investor firm, a 1596 materiality disclosure for 
that class of investee was required. The designated 
items were (1) gross assets, (ii) gross liabilities, 
(iii) sales revenue and (iv) the three-year average 
of operating profits. If the 15% threshold was ex- 
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ceeded, the investor firm had to disclose in aggre- 
gate its share of the following items of the in- 
vestees: sales revenue, fixed assets, current assets, 
liabilities due within one year, and liabilities due 
after one year. Third, if for any individual associ- 
ate or joint venture the investor-firm share of any 
of the four designated items exceeded 25% of the 
corresponding item for the investor firm, a 25% 
materiality disclosure was required. In this case, 
the investor firm had to disclose its share of the 
following in respect of the individual investee: 
sales revenue, profit before tax, taxation, profit 
after tax, fixed assets, current assets, liabilities due 
within one year, liabilities due after one year. 

It is notable that, although it was issued at a time 
of increasing support by the ASB for the 
International Accounting Standards Committee 
(IASC) harmonisation project, FRS 9 differed 
from the then current international accounting 
practice, as reflected in IAS 28 and JAS 31, ina 
number of significant respects. Areas of difference 
included the requirement in FRS 9 to disclose in- 
formation about liabilities of associates, at a time 
when no such requirement existed in IAS 28, the 
lack of any provision within FRS 9 for proportion- 
ate consolidation, at a time when JAS 31 strongly 
encouraged its use in accounting for joint ventures, 
the definition of significant influence, criteria for 
exclusion from the requirement to apply equity ac- 
counting, the reporting of components of equity- 
accounted income, the treatment of loss-making 
equity-accounted investees, and the definition of 
types of joint venture (Ernst & Young LLP, 2001, 
ch. 7, Section 6). It is also notable that the revision 
to IAS 28 that post-dated FRS 9, requiring the dis- 
closure of associate liabilities for accounting peri- 
ods beginning on or after 1 January 2005, and the 
proposed revision to ГАЗ 31, requiring joint ven- 
tures to be accounted for by the equity method, are 
moving international accounting practice with re- 
gard to the disclosure of the liabilities of equity-ac- 
counted investees closer to the FRS 9 position? 
However, it should also be noted that the proposed 
change to IAS 31 runs counter to the path taken by 
FRS 9 in one respect, in that it substantially re- 
duces the difference between the method used to 
account for investments in joint ventures and that 
used to account for investments in associates. 


2.2. Related research 
A number of previous studies examine the use- 
fulness to investors of accounting disclosures ге- 


3 Unlike the international standards, FRS 9 made distinc- 
tions with regard to materiality, which resulted in liabilities of 
some non-material associates not being disclosed and details 
of particularly material associates and joint ventures being dis- 
closed individually. Also, it required that disclosures with re- 
gard to aggregate joint ventures be made on the face of the 
balance sheet using the gross equity method. 
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garding associates and joint ventures, focusing on 
their value relevance as measured by association 
with market value, on their risk relevance as meas- 
ured by association with risk measures, or on their 
forecasting relevance as measured by their contri- 
bution to the forecasting of accounting numbers. 

Motivated by the possibility that US GAAP’s 
lack of distinction between associates and joint 
ventures might limit the usefulness of US account- 
ing data, Soonawalla (2006) examines the rele- 
vance to investors of associate and joint venture 
disclosures in Canada and the UK for the 
periods 1995—2000 and 1997-2000, respectively. 
Relevance is measured both by forecasting rele- 
vance and by value relevance. The focus is on the 
potential incremental relevance of (i) equity-ac- 
counted income disaggregated into associate and 
joint venture components, beyond equity-account- 
ed income of associates and joint ventures taken 
together, (ii) single-line equity-accounted net in- 
vestment disaggregated into associate and joint 
venture components, beyond the single-line equi- 
ty-accounted net investment in associates and joint 
ventures taken together, and (iii) joint venture rev- 
enues and expenses, beyond joint venture earn- 
ings. The study finds evidence that disaggregated 
associate and joint venture information is forecast- 
ing-relevant and value-relevant beyond aggregate 
information, and therefore suggests that failure to 
distinguish between associates and joint ventures 
may result in the concealment of valuable informa- 
tion. It does not consider the effect of investee-lia- 
bility disclosures or of investor-firm guarantees. 

Lourengo and Dias Curto (2006), using UK data 
from 1999 to 2004, report that investors value the 
gross assets of joint venture investees differently 
from investor-firm gross assets and that they value 
the liabilities of joint venture investees differently 
from investor-firm liabilities. The study does not 
consider associates or the effect of investor-firm 
guarantees. 

For Canadian firms for the period from 1995 to 
2000, Kothavala (2003) examines whether infor- 
mation on joint venture investees presented using 
proportionate consolidation, which reflects the lia- 
bilities of joint venture investees, explains market 
risk measures better (is more risk-relevant) than 
information based on single-line equity account- 
ing, which does not. The study is motivated in part 


‘by suggestions that the use of equity accounting 


rather than proportionate consolidation, by failing 
to reflect liabilities of investees, may allow those 
investees to be used as an off-balance-sheet-fi- 
nancing device (Bierman, 1992). The results of the 
study are mixed. Accounting numbers based on 
proportionate consolidation are more risk-relevant 
than those based on single-line equity accounting 
when risk is measured using price volatility, but 
are less risk-relevant when risk is measured using 
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bond ratings. A related study by Stolzfus and Epps 
(2005) uses US data for the period from 1996 to 
1999 to examine whether accounting data con- 
structed as if joint ventures are accounted for by 
proportionate consolidation explain risk premia 
better than reported accounting data based on the 
equity method. The study reports that, although 
proportionate consolidation does not dominate eq- 
uity accounting in explaining risk premia for all 
joint ventures taken together, it does so for joint 
ventures where obligations are guaranteed by the 
investor firm. 

Graham, King and Morrill (2003), using 
Canadian data for the period from 1995 to 2001, 
find that reported accounting data, in which joint 
ventures are accounted for by proportionate con- 
solidation, have greater forecasting relevance than 
accounting data constructed as if joint ventures are 
accounted for by the equity method. 

Bauman (2003) uses a sample of 150 US firm- 
years for the years 2000 and 2001 to examine the 
value relevance to investors in the investor firm of 
disclosures of the liabilities of equity-accounted 
investees, which he terms off-balance-sheet activ- 
ities concealed by the equity method of account- 
ing. Because of the possibility that investors in the 
investor firm might place a higher weight on in- 
vestee-liability disclosures if there is an investor- 
firm guarantee of investee-firm obligations, a 
distinction is drawn between guarantee cases and 
non-guarantee cases. No distinction is drawn be- 
tween joint ventures and other equity-accounted 
investees. In regression models in which the de- 
pendent variable is the market value of equity and 
explanatory variables include investee-liability 
disclosures, the coefficient on investee-liability 
disclosures is negative both in guarantee cases and 
in non-guarantee cases, both in 2000 and 2001. 
Consistent with investors placing greater weight 
on investee-liability disclosures in the presence of 
an investor-firm guarantee, the coefficient for 
guarantee cases is significant in both years where- 
as that for non-guarantee cases is significant in 
only one year, and the guarantee coefficient is 
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lower (more negative) than the non-guarantee со- 
efficient in both years. 


2.3. Summary 

The issues of whether and how to reflect in the 
financial statements of investor firms information 
about equity-accounted investees have been debat- 
ed extensively and have generated a considerable 
degree of regulatory activity, some of which is 
ongoing at the time of writing. Prior research has 
reported evidence on the value-relevance, risk-rel- 
evance and forecasting-relevance of such informa- 
tion, and has found that investors view information 
about equity-accounted investees differently de- 
pending upon whether it relates to associates or to 
joint ventures and depending upon whether or not 
there is an investor-firm guarantee of investee-firm 
obligations. A US study by Bauman (2003) has 
found a negative association between the market 
value of the investor firm and disclosures of liabil- 
ities of equity-accounted investees, with the valu- 
ation impact being more pronounced in the 
presence of guarantees than in the absence of guar- 
antees. 

In this study, we use a sample of UK firm-years, 
substantially larger than that used in Bauman’s US 
study and drawn from the six years immediately 
following the major increase in disclosure require- 
ments brought about by FRS 9, to examine the 
value relevance to investors in the investor firm of 
disclosures of liabilities of equity-accounted in- 
vestees. We also examine whether this differs be- 
tween associates and joint ventures, and whether it 
differs between guarantee cases and non-guarantee 
cases. 


3. Research design 

The main objective of this study is to examine 
whether disclosures of the investor-firm share of 
the liabilities of equity-accounted investees are 
value-relevant to investors in the investor firm. In 
order to address this objective, the following re- 
gression model is estimated: 
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1 =Q + B, Bind a 
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5 2003 
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4 Market value of equity is measured on an ex-dividend 
basis, in order to be consistent with the balance sheet. The ad- 
justment by the total retürn on the firm's shares for the three 
months after the balance sheet date gives a market value meas- 
ure which (1) reflects information becoming available in the 
three months following the balance sheet date, and (ii) is con- 
sistent with the balance sheet with respect to capital changes 
that may have occurred in that three-month period. 


where: MVE,, is the ex-dividend market value of 
equity of the investor firm i at the balance sheet 
date £, adjusted by the total return on the firm's 
shares for the three months after that date;* BVA; , 
is the book value of assets of firm i at the previous 
balance sheet date 1-1, inclusive of its equity-ac- 
counted net investment in associates and/or joint 
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ventures, and is used to scale all variables in the 
model other than dummy variables; ZLD, is the 
FRS 9-mandated investee-liability disclosure in 
respect of material associates and all joint ven- 
tures, taken together; BVA,, is the book value of as- 
sets of firm i at the balance sheet date г, inclusive 
of its equity-accounted net investment; BVL, is the 
book value of liabilities of firm i at the balance 
sheet date г, inclusive of any equity-accounted net- 
liability position recorded within provisions; NI, is 
the net income of firm i for the period ended at the 
balance sheet date г; LOSS, is a dummy variable 
that takes the value of 1 if firm i reports a loss in 
the period ended at balance-sheet date t and zero 
otherwise; J, , is a dummy variable that takes the 
value of 1 if firm i is from industry group j and 
zero otherwise, and allows for differences in the 
intercept term across five industry groups (see 
below); Y,, is a dummy variable that takes the 
value of 1 if year г is equal to s and zero otherwise, 
and allows for differences in the intercept term 
across six years (see below); the а, B, 6 and 7 
terms are regression coefficients; and e, ; is a ran- 
dom error term. The first digit in each coefficient 
subscript refers to the number of the regression 
model, of which there are four in total (see below). 

The explanatory variable of interest is 
ILD,/BVA;,.,, Which is the book-value-scaled in- 
vestee-liability disclosure for material associates 
and all joint ventures. ILD, is the amount by which 
the equity-accounted net investments in the in- 
vestees for which disclosures are made would have 
to be grossed up to give the investor-firm share of 
the gross assets and liabilities of those investees. In 
the majority of cases for which a disclosure is 
made, the equity-accounted net investment appears 
as an asset on the investor firm's balance sheet. In 
such cases, ZLD; comprises the investor-firm share 
of the total liabilities of the relevant investees. In 
some cases a disclosure is made where the equity- 
accounted investor-firm share of investee net liabil- 
ities is recorded within provisions by the investor 
firm. In such cases, ILD, comprises the investor- 
firm share of the total assets of the relevant in- 
vestees, equal to the investor-firm share of the total 
liabilities of the relevant investees less the provi- 
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sion already recorded by the investor firm in re- 
spect of its share of those investees' net liabilities? 
ILD, does not reflect liabilities of non-material as- 
sociates that are not disclosed in the financial state- 
ments of the investor firm. In light of the fact that 
the requirement for UK firms to make investee-lia- 
bility disclosures was partly motivated by concern 
that single-line equity accounting was being used 
as an off-balance-sheet financing device which had 
the effect of concealing the level of group gearing 
(ASB, 1996; Crichton, 1996; Johnson and Holgate, 
1996), and in light of the US findings of Bauman 
(2003), we predict that the coefficient on these 
mandated disclosures is negative (B,, < 0). 

The other variables on the right-hand side of 
model (1) are control variables. We predict a posi- 
tive coefficient on book value of assets (f, > 0) and 
a negative coefficient on book value of liabilities 
(В.з < 0). The dummy variable for loss cases is in- 
cluded because of the evidence in Hayn (1995) that 
losses have a lesser impact on firms’ market value 
than profits. B, is the coefficient on net income for 
profit cases and В! 5 is the coefficient on net income 
for loss cases less the coefficient on net income for 
profit cases; we predict fj, > 0 and fj < 0. The 
control variables used in model (1) also appear in 
models (2), (3) and (4) described below, and their 
predicted signs in these models are as in model (1). 

We also estimate two further regression models, 
each of which is an expansion of model (1), in order 
to examine the value relevance of different classes of 
investee-liability disclosure. We test whether there is 
a difference in the value-relevance regression coeffi- 
cients (1) between investez-liability disclosures for 
associates and investee-liability disclosures for joint 
ventures and (ii) between investee-liability disclo- 
sures in the absence of investor-firm guarantees of 
investee-firm obligations and investee-liability dis- 
closures in the presence of such guarantees. In 
model (2), investee-liability disclosures are divided 
into associate and joint venture components. In 
model (3), they are divided according to whether or 
not there is an investor-firm guarantee of investee- 
firm obligations, without distinguishing between as- 
sociates and joint ventures, as in the model used by 
Bauman (2003). Models (2) and (3) are as follows: 








MVE, ILDA, ILDJ, 2 
= ay + В+ В 2—1 a 
B VA;, , B VA, л B VA; 14 
ВИА, BVL, NI, NI, 
+ И + + "+ "—. LOSS, 
В» ВТА, .., B» ВИА, к В» ВТА, Pras ВУА, s 


5 
+ 8,1, + 
12 s=1999 


2003 
Ун + £2it > 





$ It is possible that an equity-accounted net-asset position and an equity-accounted net-liability position, recorded within pro- 
visions, might appear within the same balance sheet. This is observed in a small number of cases in our data. In such cases, JLD,, 
comprises both the gross-up of a net-asset position and the gross-up of a net-liability position. 
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where: ILDA, and ILDJ,, are the separate investee- 
liability disclosures for firm i’s associates and joint 
ventures, respectively; N;,(G;,) is a dummy variable 
that takes the value of 1 if there is not (if there is) 
an investor-firm guarantee of investee-firm obliga- 
tions and zero otherwise; and other notation is as 
previously defined. Our use of the dummy vari- 
ables N, and G, in model (3) is as in the US study 
by Bauman (2003). 

Regression coefficients in models (2) and (3) 
can be interpreted as follows: f, is the coefficient 
on associate-liability disclosures; B,, is the coeffi- 
cient on joint venture-liability disclosures; B,, is 
the coefficient on all investee-liability disclosures 
taken together where there is no investor-firm 
guarantee; Ву» is the coefficient on all investee- 
liability disclosures taken together where there is 
a guarantee. Consistent with model (1), we predict 
a negative coefficient on each of the investee- 
liability disclosures in models (2) and (3) (f, « 0, 
В, < 0, B4; < 0, В, < 0). Because the creditors of 
joint ventures might be more likely than those of 
associates to have explicit or implicit recourse to 
the assets of the investor firm, we predict that 
the coefficient on joint venture-liability disclo- 
sures is lower (more negative) than the correspon- 
ding coefficient on associate-liability disclosures 
(Boo — Bo; < 0). Also, because of the recourse to the 
assets of the investor firm conferred by an in- 
vestor-firm guarantee of investee-firm obligations 
and in light of the US findings of Bauman (2003), 
we predict that the coefficient on investee-liability 
disclosures is lower (more negative) in the pres- 
ence of such guarantees than in the absence of 
such guarantees (B, — Ву; < 0). 

Finally, we estimate a fourth model that com- 
bines the two dimensions considered in (2) and (3). 
This allows us to test whether there is a difference 
in the value-relevance regression coefficients (1) 
between associate non-guarantee cases and associ- 























ate guarantee cases and (ii) between joint venture 
non-guarantee cases and joint venture guarantee 
cases. It also allows us to test whether there is a dif- 
ference in the value-relevance regression coeffi- 
cients (1) between associate non-guarantee cases 
and joint venture non-guarantee cases, and (ii) be- 
tween associate guarantee cases and joint venture 
guarantee cases. In Model (4) below, АМ, (АС) is 
a dummy variable that takes the value of 1 if there 
is not (if there is) an investor-firm guarantee of as- 
sociate obligations and zero otherwise; JN; (JG) 
is a dummy variable that takes the value of 1 if 
there is not (if there is) an investor-firm guarantee 
of joint venture obligations and zero otherwise; 
and other notation is as previously defined. 

Regression coefficients in model (4) can be in- 
terpreted as follows: [,, is the coefficient on asso- 
ciate-liability disclosures where there is no 
associate guarantee; f,, is the coefficient on asso- 
ciate-liability disclosures where there is an associ- 
ate guarantee; B,, is the coefficient on joint 
venture-liability disclosures where there is no joint 
venture guarantee; B,, is the coefficient on joint 
venture-liability disclosures where there is a joint 
venture guarantee. Consistent with models (1), (2) 
and (3), we predict a negative coefficient on 
each of the investee-liability disclosures (Ву! < 0, 
Ba < 9, Ba < 0, By, < 0). Consistent with model 
(3), we predict that the coefficients on investee- 
liability disclosures are lower (more negative) in 
the presence of an investor-firm guarantee than 
in the absence of such a guarantee (By — Pay < 0, 
Ви – Вз < 0). Also, consistent with model (2), we 
predict that coefficients on joint venture-liability 
disclosures are lower (more negative) than the cor- 
responding coefficients on associate-liability dis- 
closures (Вуз — Bj; < 0, B, — Bj; < 0). 

In light of the possibility that the relative com- 
plexity of model (4) might reduce its power to dis- 
tinguish between guaranteed and non-guaranteed 
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associates and between guaranteed and non-guar- 
anteed joint ventures, we also estimate the model 
in two restricted forms: (1) including joint venture 
disclosures, but not associate disclosures; (ii) in- 
cluding associate disclosures, but not joint venture 
disclosures. The relevant coefficients from these 
restricted forms of model (4) are very similar to 
those from the full model (4), and are not reported. 
The restricted forms of the models are referred to 
in the account of sensitivity tests given in subsec- 
tion 5.2 below. 

For the purposes of measuring differences be- 
tween coefficients on different classes of investee- 
liability disclosure within regression models (2), 
(3) and (4) as described above, we re-estimate 
each model in an alternative incremental formula- 
tion in which each coefficient relating to investee- 
liability disclosures is equal to the difference 
between a pair of investee-liability-disclosure co- 
efficients from the relevant model. The coeffi- 
cients from these alternative incremental 
formulations of models (2), (3) and (4), and t-sta- 
tistics thereon, are reported together with the re- 
sults for those models. 

We aiso estimate each of models (1) to (4) sepa- 
rately for each of the six years covered by the 
study, exclusive of the dummy variable relating to 
the year (Y,;), and report the results from these 
yearly regression models in summary form. 

The overall data set is trimmed of outliers by 
removing cases for which MVE,/BVA,,.,, 
ILD,/BVA,,.., ВУА,/ВУА, у, BVL,/BVA;,, and 
NI,/BVA,  , fall in the most extreme 2% of the dis- 
tribution for that variable. The results from esti- 
mating each individual regression model are 
reported after deleting cases that meet the DFFITS 
cutoff criterion of Belsey, Kuh and Welsch (1980, 
р. 28) for that model.’ 


4. Data and descriptive statistics 

The data used in this study are drawn from the set 
of UK listed non-financial firms for which finan- 
cial statement and market value data are available 
from Extel and Datastream, respectively, for ac- 
counting year-ends from 23 June 1998, the manda- 
tory adoption date for FRS 9, to 31 December 
2003. We identify from balance-sheet data and in- 
come-statement data provided by Extel those firm- 
years where there is an investment in an associate 
and/or a joint venture, including cases where the 
firm's share of associate and/or joint venture net li- 
abilities is recorded within provisions. For these 
firm-years, we obtain published financial state- 
ments from the Thomson Research database or 
from the Perfect Information database. From these 
financial statements, we identify the firm-years for 
which an FRS 9-mandated investee-liability dis- 
closure is made, and note in each case the aggre- 
gate amount of the investee-liability disclosure, 
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the amount corresponding to associates and the 
amount corresponding to joint ventures. These 
amounts are used to construct the investee-liabili- 
ty-disclosure regression variables ILD, ILDA, and 
ILDJ. (From here on, notation referring to regres- 
sion variables omits the subscripts and the scaling 
item.) In order to construct the dummy variables in 
respect of guarantees (N, G, AN, AG, JN and JG), 
we also note from the financial statements whether 
there is an investor-firm guarantee of investee-firm 
obligations, whether there is a guarantee of associ- 
ate obligations and whether there is a guarantee of 
joint venture obligations.? A guarantee is deemed 
to exist if the investor firm provides a guarantee in 
respect of an investee firm's liabilities, perform- 
ance or any of its contractual obligations.? In order 
to conduct tests of the sensitivity of our results to 
the use of more restrictive definitions of guaran- 
tees, we also note where there is a guarantee 
specifically in respect of an investee firm's liabili- 
ties and, where this is disclosed, we record infor- 
mation that is disclosed with regard to the amount 
of the guaranteed liabilities. For all firm-years for 
which an investee-liability disclosure is made, we 
obtain the following items from Extel (Extel item 
names in parentheses): book value of assets, de- 
noted BVA in regression models (TotalAssets); 
book value of liabilities, denoted BVL in regres- 
sion models (Debt + Creditors + OtherLiabilities + 
OtherLTLiabilities + TotalLiabMisc + (Deferred 
Liabilities — DeferredLiabMinorityInterest)); net 
income, denoted М in regression models 
(ProfitAfterTax); creditor for dividends, used to 
restate the market value of equity to an ex-divi- 
dend basis (CreditorsDividendsDue). We also ob- 
tain the following items from DATASTREAM: 
market value of equity (item: HMV); return in- 
dices, used to adjust the market value of equity by 
the total return for the three months after the bal- 
ance sheet date (data type: RI). For sensitivity tests 
referred to below, we also collect from Extel and 
Datastream the available financial statement and 
market value data for ell firms for which no 





$ For each of the three models, all results other than those 
relating to investee-liability disclosures are identical in both 
the initial formulation and the alternative incremental formu- 
lation. 

7 As indicated below, we test the sensitivity of the results to 
an alternative treatment of outlizrs. 

8 In all but one of the cases in which guarantees of equity- 
accounted investee-firm obligations are disclosed in the finan- 
cial statements, it is stated whether they relate to associates, to 
joint ventures or to both. In the remaining case, it is not spec- 
ified whether guarantees relate to associates or joint ventures, 
and we assume that they relate to both classes of investee. 

? For accounting periods ending on or after 23 March 1999, 
the disclosure of guarantees in UK financial statements 
was required by FRS 12: Provisions, Contingent Liabilities 
and Contingent Assets (ASB, 1998). For earlier accounting 
periods, it was required by SSAP 18: Accounting for 
Contingencies (ASC, 1980). 


275 


Vol. 37 №. 4. 2007 


'Sanmmqui[ залит JO 32adso1 ш sooyuerens 20у sot Зшриойѕәцоо podar эм ‘MOI puooes og ug ‘9001081140 210100552 Jo ээзиетеп8 v pue amso[ostp Åen 
-oeu ojetoosse Ue (ш) pue *suoregtr[qo әлцпәл 3utof jo эззивлеп8 в pue o1sopostp әлциәл jurof рощәш Ambo ss013 v (п) *suonesrqo amuoa 1urof Jo/pue ayelsosse Jo saue 
-ren е pue o1nso[ostp Aijt[iqer-omguoa шог 1o/pue -ajeroosse ue (т) oe әлә YOM 10} АлоЗәўгэ enso[osrp 6 SHA YOV ur sresÁ-unrj Jo srequmu ou MO 181] эф ur 310do1 әм 
* вәәшетепгу, Jo Surpeo эцз Ipun 'suoistAo1d шум popiooor st Arqe ou poynoooe-Arbo ue цощм лоу sreaÁ-unm Jo srequinu oq) A1033 ә1п50ү251р 6 SUA YW 20} 
poder OSTE IM somso[ostp ецеш ст, pue WYST пәәмјәд цзта8ицетр Jou ор 9A "ezmnso[osrp Ауүепәеш ojeroosse ue (и) pue энциэл jutof e Surpresor o1nso[osrp роцәш 
Aymbə $5018 v (1) st әлә} yorym Joy шороо snorAedd ou ur pesueurmuns 2304} jo 39582 Jo srequinu ә; *ApeAroedsor ‘podar sutun[oo ру pue Что} ou] "Apis eu ur pesn 
ardues ou st sri, ‘emus зшо[ Jospue ojeroosse ue ur зиэицязлит pojunoooe-Ajmbo ue jo uonrsod Ayqey pue jesse SurApropun oy] Surpredo1 әлпѕоүоѕтр рәјеривш-6 SAA 
UB $1 91241 YOTYM 101 soseo ЈО sraquinu oy} sodar pary} eu 59120121635 [eroueutg ә) ш pop102oi st emjuoa зато! 10/pue 912120882 ue ur jueunsoAur pojunoooe-Aimbo из qom 
10} s1eoÁ-uuny Jo SIaquinu aU) sudor uumgpoo puooos 211, CONT 1equie»eq 16 03 (6 SAA ЈО әзер uongjueurejdur &xoyepueur) 866] Suns єс од pepuo sported Sumunoooe 107 
*KJoAnoodsa1 *ureorjsepe(] pue NXA WO эаепеле әле suum [eroueur-uou f) 20] вер әпүел jexeur pue ujep Zumunoooe uorA 10] seaÁ-urr JO sIaquinu ou suodo: vjep jo 
ишп[оэ 151] au], 'soseo oojuv rena pue soseo АзИтае|-3эи uo поцециоди soprAoud pue ‘4по18 Ацзприг Aq pue kak Aq Ápnjs au ur pasn soseo ol} sospreumuns JAVI SIUI, :2/0N 


£r 9Р1 PLI зэншаенй шлу-әә}$әлш Jo oojueTeng шгиу-1035элат Чи, 
6S 161 TEZ SUOTESI[GO шлу-әә}вәлш Jo ээзивлеп ULJ-IOSIAUL YIM 

1$221uDADH£) 
H LLI v81 pap4ooaa aan затпарилэи paruno220-(qnbo 24219 $2807) 


Oe 8401 0ёс1 УТС НЕЕ вот 


01 99 89 9L £01 Sony, 
16 ИТ 615 146 L6y € SooIAI9S 
УС 08 88 Зат 658 uonoenxo LIUN 
$9 6vt BLE 699 Broz [eLasnpuy 


95 IH L9T Ove РОСТ $р008 зәшпѕиод 
dno48 Kusnpui Kq paifisspj?) 





9ўё 801 Occ I У8ГС TICL TROL 


cr РТ 602 955 LCCT £00c 
8€ 00€ 61@ 795 РОЄТ ©002 
8€ LOC 055 266 STET 1002 
Sv {41 ГСС 007 987 T 000€ 
bs СЗТ vic 90v YSTI 6661 


6с 801 LTI 58 58 866T 
4025 д parissa 





($)2110120550 (S)aanjuada (Apmis 211 u posn) 24njua4 juro 2]qD]tbAD 
4of 2ansojostp 1ui0f 40f ainsojosip 2aunsoposip &npiqoi 40 217120850 U1 зирак-шау 
«ирлләтш ции роцәш КитБа 58018 -anjuaa quot 40/pup Juawugsaaul uma fo 42qumu 
SADIK- YUM барки -8jD120$$D рәјорирш зарак-шия РТ 
-6 SHA Чи span 
Aysnpul pue теэд Aq ojduies Jo apgoaq 
TILL 





276 


investee-liability disclosure is made. 

Table 1 shows the breakdown of our data set by 
year, broad industry group and class of FRS 9- 
mandated investee-liability disclosure. The year 
and industry-group breakdowns correspond with 
the year and industry-group dummy variables in- 
cluded in regression models (1) to (4). There are 
7,211 firm-years for which accounting and market 
value data are available from Extel and 
Datastream. In 2,184 of these firm-years (30% of 
7,211), there are associate and/or joint venture in- 
vestments. It is notable that the proportion of firms 
with investments in associates and/or joint ven- 
tures is particularly high in the utilities industry 
group.? In 1,220 of the 2,184 firm-years (56% of 
2,184), there is an FRS 9-mandated associate- 
and/or joint venture-liability disclosure. Within the 
1,220 FRS 9 investee-liability disclosures, there 
are 1,078 cases with joint venture gross equity 
method disclosures (88% of 1,220) and 246 cases 
with associate materiality disclosures (2096). We 
do not distinguish between 15% and 25% materi- 
ality disclosures. The table also reports for each 
FRS 9 disclosure category, the numbers of cases 
for which an equity-accounted net liability is re- 
ported within the investor firm's provisions. Of the 
1,220 cases for which there is an associate- and/or 
joint venture-liability disclosure, there are 184 
such cases (15926); of the 1,078 cases for which 
there is a joint venture gross equity method disclo- 
sure, there are 177 such cases (16%); of the 246 
cases for which there is an associate materiality 
disclosure, there are 11 such cases (4%). The final 
two rows of the table report, respectively, the num- 
ber of firm-years in each disclosure category for 
which there is an investor-firm guarantee of in- 
vestee-firm obligations and, relevant to a sensitiv- 
ity test referred to below, the number of firm-years 
in each disclosure category for which there is an 
investor-firm guarantee of investee-firm liabilities. 
Of the 1,220 cases for which there is an associate- 
and/or joint venture-liability disclosure, there are 
232 cases (19%) where there is a guarantee of as- 
Sociate and/or joint venture obligations; of the 
1,078 cases for which there is a joint venture gross 
equity method disclosure, there are 191 cases 
where there is a guarantee of joint venture obliga- 
tions (1896); of the 246 cases for which there is an 
associate materiality disclosure, there are 59 cases 
where there is a guarantee of associate obligations 
(24%). The corresponding figures for liability 
guarantees are 174 (14%), 146 (14%) and 43 
(17%), respectively. 


10 Outlier deletion did not result in significant variation 
from the distribution across time, industry group and disclo- 
sure category reported in Table 1. 

П А loss is reported in about 38% of the 7,211 firm-years 
from which the data set is drawn, and in about 26% of the 
firm-years used in the study. 
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Table 2 gives descriptive statistics for regression 
variables prior to outlier deletion, including non- 
zero cases of associate disclosures (ILDAs) and 
non-zero cases of joint venture disclosures 
(ILDJs), both unscaled and scaled by lagged book 
value of assets. The means for associate disclo- 
sures are higher than those for joint venture disclo- 
sures, which is understandable in light of the fact 
that FRS 9 required disclosure of investee liabili- 
ties for all joint ventures, but only required disclo- 
sure for associates if they were material. The 
statistics for the scaled data reveal the existence of 
some extreme cases that suggest the need for the 
outlier deletion referred to above. It is notable that 
some large losses cause the mean of scaled net in- 
come to be negative. Also, the median of book- 
value-scaled net income is only 4%, reflecting the 
relatively high proportion of loss cases in the peri- 
od covered by the study.!! Table 3 gives correlation 
coefficients between scaled variables used in re- 
gression model (1). These statistics are for the data 
after deletion of outliers, which reduces the data 
set from 1,220 cases to 1,167 cases. It is notable 
that the correlation between market value of equi- 
ty and investee-liability disclosures overall is very 
close to zero (-0.01), and that the correlation be- 
tween ILDAs and ILDJs is low (—0.12). 


5. Results 


5.1. Results from regression models (1), (2), (3) 
and (4) 

Table 4 reports the results of estimating regres- 
sion models (1), (2), (3) and (4). The first column 
lists the explanatory variables for the regression 
models, excluding the year and industry-group 
dummy variables, the second column gives the 
predicted signs of the regression coefficients, and 
the remaining four columns report the regression 
coefficients and related information for each of the 
four regression models. The table also reports re- 
sults from the alternative incremental formulations 
of each of models (2), (3) and (4), which give the 
differences between pairs of regression coeffi- 
cients on different classes of investee-liability dis- 
closure. In each case, the difference reported is 
equal to the coefficient on the first-named regres- 
sion variable less the coefficient on the second- 
named regression variable. Beneath each coefficient 
in Table 4, we report the t-statistic and the result of 
a significance test on the coefficient. For all coef- 
ficients, other than intercept terms, and for all dif- 
ferences between coefficients, significance tests 
are one-tailed. For the intercept terms, significance 
tests are two-tailed. For all regression coefficients, 
other than intercept terms, we also report the num- 
ber of years out of six for which the coefficient is 
of the predicted sign and the number of years out 
of six for which it is of the predicted sign and sig- 
nificantly different from zero at the 596 level. 
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Table 3 

Pearson correlation coefficients for regression variables 
MVE ILD ILDA 

MVE 1.00 

ILD -001 1.00 

ILDA 0.02 N/A 1.00 

ILDJ -0.02 N/A —0.12 

ВУА 0.50 0.05 0.00 

BVL 0.18 0.14 —0.04 

NI -0.17 0.08 0.06 

Number of cases: 1,167 

Note: 


MVE 





ILDJ BVA BVL 
1.00 
0.05 1.00 
0.18 0.52 1.00 
0.05 0.02 0.11 





This table reports the Pearson correlation coefficients for the following regression variables, scaled by previ- 
ous-period assets and after outlier deletion as described in the text: 

is the ex-dividend market value of equity of the investor firm at its balance sheet date, adjusted by the 
total return on the firm’s shares for the three months after that date; 

is the FRS 9-mandated investee-liability disclosure in respect of material associates and all joint ven- 


is the book value of assets at the firm’s balance sheet date, inclusive of its equity-accounted net invest- 


is the book value of liabilities at the firm’s balance sheet date, inclusive of any equity-accounted net-li- 


ILD 

tures, taken together; 
ILDA is the investee-liability disclosure for associates; 
ILDJ 15 the investee-liability disclosure for joint ventures; 
ВУА 

ment in associates and/or joint ventures; 
BVL 

ability position recorded within provisions; 
NI 


is the net income of the firm for the accounting period ended at the balance sheet date. 














For all four models, а] control variables (BVA, 
BVL, NI and NI-LOSS) are of the predicted sign 
and significantly different from zero at the 1% 
level, BVA, NI and NI-LOSS are each of the pre- 
dicted sign and significant in all six years, and 
BVL is of the predicted sign in four years and sig- 
nificant in one year. 

Model (1) examines the value relevance of in- 
vestee-liability disclosures (JLDs), without distin- 
guishing between associate and joint venture cases 
and without distinguishing between guarantee and 
non-guarantee cases. The coefficient on the ILD is 
of the predicted negative sign and is significant. 
When the model is estimated separately for each of 
the six years from 1998 to 2003, the coefficient is 
of the predicted sign in all six years, although it is 
significant in only two years. The result suggests 
that FRS 9-mandated disclosures, which facilitated 
the grossing up of equity-accounted net invest- 
ments in associates and joint ventures to reflect the 
investor-firm share of the liabilities of those in- 
vestees, gave investors a negative signal consistent 
with the concerns about concealment of off-bal- 
ance-sheet financing reflected in ASB (1994), 
ASB (1996), Bierman (1992), Crichton (1996), 
Johnson and Holgate (1996) and Milburn and 
Chant (1999). This finding is consistent with the 
US finding of Bauman (2003). 

Model (2) shows whether the regression coeffi- 
cient on investee-liability disclosures is lower 


(more negative) for joint ventures, over which the 
investor firm exercises joint control (regression 
variable: ILDJ), than for associates, over which it 
merely exercises significant influence (regression 
variable: ILDA). The coefficients on associate dis- 
closures and on joint venture disclosures are each 
of the predicted negative sign; the coefficient on 
joint venture disclosures is significant whilst that 
for associate disclosures is not. When model (2) is 
estimated separately for each year, the coefficients 
on associate and joint venture disclosures are each 
of the predicted negative sign in five of the six 
years, the coefficient on associate disclosures is 
never significant, and the coefficient on joint ven- 
ture disclosures is significant in only one year. In 
that the coefficient for joint ventures is significant 
whilst that for associates is not, the overall six- 
year findings are consistent with our prediction 
that the negative impact of joint venture disclo- 
sures is stronger than that of associate disclosures. 
However, the coefficient for joint ventures is high- 
er (less negative) than that for associates, and in 
the yearly regression models the difference be- 
tween the coefficients is of the predicted sign in 
only two of the six years, and is never significant. 

Model (3) shows whether the regression coeffi- 
cient on investee-liability disclosures is lower 
(more negative) in the presence of investor-firm 
guarantees of investee-firm obligations (regression 
variable: ILD-G) than in the absence of such guar- 
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Table 4 
Regression results 


Regression variable 
(scaling item and 
subscripts are 
suppressed in notation) 





Intercept 


ILD 


ILDA 


ILDJ 


ILD-N 


ILD-G 


ILDA-AN 


ILDA-AG 


ILDJ-JN 


ILDJ-JG 


BVA 


BVL 


NI 





NELOSS 


Predicted 


sign 


Negative 


Negative 


Negative 


Negative 


Negative 


Negative 


Negative 


Negative 


Negative 


Positive 


Negative 


Positive 


Negative 


Model (1) 
Coefficients 
(t-statistics) 


[years: note 3] [years: note 3] [years: note 3] [years: note 3] 


—1.06 
(-7.46)** 


-0.34 
(-2.06)* 
[6; 2] 


1.50 
(9.52)** 
[6; 6] 


-0.33 
(-2.44)** 
[4; 1] 


7.82 
(10.53)** 
[6; 6] 


—10.48 
(-10.57)** 
[6; 6] 





Model (2) 
Coefficients 
(t-statistics) 


-1.04 
(-7.52)** 


—0.56 
(-1.43) 
[5; 0] 


-0.33 
(-2.07)* 
[5; 1] 


1.53 
(10.03)** 
[6; 6] 


—0.37 
(-2.70)** 
[4; 1] 


776 
(10.54)** 
[6; 6] 


—10.37 
(-10.63)** 
[6; 6] 
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Model (3) Model (4) 
Coefficients Coefficients 


(t-statistics) (t-statistics) 








—1.04 —0.99 
(-7.37)** (-6.86)** 
-0.34 
(-1.86)* 
[5; 1] 
-0.37 
(1.47) 
[5; 0] 
-133 
(-4.04)** 
[5; 3] 
0.37 
(0.65) 
[3; 0] 
-0.23 
(1.21) 
[5; 0] 
-0.73 
(—3.01)** 
[6; 0] 
1.50 146 
(9.38)** (8.66)** 
[6; 6] [6; 6] 
-0.36 -0.35 
(-2.57)** (-2.49)** 
[4; 1] [4; 1] 
7.87 796 
(10.62)** (9.78)** 
[6; 6] [6; 6] 
—10.47 -10.75 
(-10.72)** (-10.53)** 
[6; 6] [6; 6] 
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Table 4 
Regression results (continued) 


Regression variable Predicted 
(scaling item and sign 
subscripts are 

suppressed in notation) 


Differences (note 2): 


Model (1) Model (2) Modei (3) Model (4) 
Coefficients Coefficients Coefficients Coefficients 
(t-statistics) (t-statistics) (t-statistics) (t-statistics) 


fyears: note 3] [years: note 3] [years: note 3] [years: note 3] 
































5 
* X бз, Я jit T У.Е sit +3 и > 
1=2 5=1999 


ILDJ less ILDA Negative 023 
(0.57) 
[2; 0] 
ILD-G less ILD-N Negative -0.03 
(0.12) 
[4; 0] 
ILDA-AG less ILDA-AN Negative 1.70 
(2.70) 
[1; 0] 
ILDJ-JG less ILDJ-JN Negative -0.50 
(-1.90)* 
[5; 0] 
ILDJ-JN less ILDA-AN Negative 1.10 
(3.04) 
[1; 0] 
ILDJ-JG less ILDA-AG Negative —1.10 
(-1.72)* 
[5; 1] 
Adjusted R-squared 50.6% 50.8% 50.0% 48.5% 
Number of cases 1,167 1,167 1,167 1,167 
Notes: 
1. Regression models are as follows: 
i B Шр (1) 
ВИА 1 ВУД 
ВИА ВИ, М М 
S, 
Ві2 BVA, В\з BVA, + Bia BVA, + Bis ВГА, LOSS it 
5 
+, д1 и + En Yyy telio 
j=2 5=1999 
MVE, _ ILDA; ILDI 4 2) 
BVA; s- =o + Вл ВРА, g- eH 2 BVA, ii 
a М, М, 
big a Ра BVA,, Bos BVA +2 ВА, LOSS 
5 2003 
+ У 9 ja Das tezi 
Ј=2 5=1999 
MVE; ILDg (3) 
BVA, ,. G3 + B3 =m BVA Ре У it 
BVA, ВИ, М 
Ae - LOSS; 
+ B33 BVA, 4 tEL-—— BVÀ, + Вз5 Eu вуд +836 7M BVA,, it 
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Table 4 
Regression results (continued) 








MVE, _ ПРА, ПРА, 
DU AN, бы AG, 
BE Hu aa +Ba уд — pa Ba BVA, , At (4) 
TLDS ip ПРЈ, 
JIN; JIG, 
> ВИА, 1: it Ра = ВИА, as it 
BVA, ВИ NI, _ Ми _ 
са pe a ll - LOSS; 
+ Bas BVA Вав BVA, 1 Ba 7 pa A. э + Ваз ВА it 
2003 
+ X 8, ji ди + УЛТ. sit TEA ie > 
j=2 s=1999 
where 
MVE, is the ex-dividend market value of equity of the investor firm i at the balance sheet date t, adjust- 
ed by the total return on the firm's shares for the three months after that date; 
BVA, 1 is the book value of assets of firm i at the previous balance sheet date t-1, inclusive of the equity- 


accounted net investment in associates and/or joint ventures, and is used to scale all variables i in 
the model other than dummy variables; 

ILD; is the FRS 9-mandated investee-liability disclosure of the investor firm i at the balance sheet date 
t in respect of material associates and all joint ventures, taken together; 

ПЛА, and аге the investee-liability disclosures for associates and joint ventures, respectively; 


М, (С) is a dummy variable that takes the value of 1 if there is not (if there is) an investor-firm guarantee 
of investee-firm obligations, and zero otherwise; 

АМ, САС) is a dummy variable that takes the value of 1 if there is not (if there is) an investor-firm guarantee 
of associate obligations, and zero otherwise; 

JN, (JG) is a dummy variable that takes the value of 1 if there is not (if there is) an investor-firm guarantee 
of joint venture obligations, and zero otherwise; 





BVA, is the book value of assets of firm i at the balance sheet date г, inclusive of the equity-accounted 
net investment; 

BVL, is the book value of liabilities of firm i at the balance sheet date t, inclusive of any equity- 
accounted net-liability position recorded within provisions; 

NI, is the net income of firm i for the period ended at the balance sheet date г; 

LOSS, is a dummy variable that takes the value of 1 if firm i reports a loss in the period ended at 


balance-sheet date t, and zero otherwise; 

is a dummy variable that takes the value of 1 if firm i is from industry group j, and zero otherwise; 
is a dummy variable that takes the value of 1 if t = 5, and zero otherwise; 

the a, В, д, and т] terms are regression coefficients; 

the e terms are random error terms. 


2. For each regression variable, the table reports (i) the coefficient estimated from the overall six-year data set 
from 1998 to 2003, (ii) the t-statistic thereon (in parentheses), (iii) the result of a significance test on the co- 
efficient, where * (**) indicates that the coefficient is significantly different from zero at the 5% (1%) level 
and (iv) except for intercept coefficients, information on regression coefficients for models estimated sepa- 
rately for each year [in square parentheses]. See note 3 for details of the information reported in respect of 
yearly regression coefficients. Under the heading of ‘Differences’, the table reports coefficients and related 
statistics from alternative incremental formulations of models (2), (3) and (4), where each coefficient relat- 
ing to investee-liability disclosures is equal to the difference between a pair of investee-liability-disclosure 
coefficients reported above. For each of the alternative incremental formulations of models (2), (3) and (4), 
all other coefficients (and t-statistics thereon) are identical to those reported above, and are not separately 
reported. АП t-statistics are calculated using the heteroskedasticity-consistent covariance matrix estimator 
(White, 1980). For the intercept terms, significance tests are two-tailed. For all other coefficients, including 
those from the alternative incremental formulations of models (2), (3) and (4), significance tests are one- 
tailed, with the predicted sign of each coefficient being given in the second column of the table. 


3. The pairs of figures reported in square parentheses relate to the coefficients estimated when regression mod- 
els are estimated separately for each of the six years from 1998 to 2003. The first figure of each pair indi- 
cates the number of years out of six for which the coefficient is of the predicted sign; the second figure of 
each pair indicates the number of years out of six for which the coefficient is of the predicted sign and sig- 
nificantly different from zero at the 5% level. 





282 


antees (regression variable: JLD-N). Consistent 
with models (1) and (2), both coefficients are of the 
predicted negative sign; the coefficient for non- 
guarantee cases is significant, whilst that for guar- 
antee cases is not. When model (3) is estimated 
separately for each year, the coefficients for each 
class are each of the predicted negative sign in five 
of the six years, the coefficient for non-guarantee 
cases is significant in only one year, and the coeffi- 
cient for guarantee cases is never significant. 
Although the coefficient for guarantee cases is, as 
predicted, lower (more negative) than that for non- 
guarantee cases, the difference between coeffi- 
cients is not significant. In the yearly regression 
models, the difference between coefficients is of 
the predicted sign in four out of six years, but is 
never significant. The lack of evidence in our re- 
sults that the negative valuation impact of investee- 
liability disclosures is more pronounced in the 
presence of investor-firm guarantees contrasts with 
the conclusion of the US study by Bauman (2003). 

Model (4) combines the two dimensions consid- 
ered separately in models (2) and (3), in that it 
. compares coefficients for investee-liability disclo- 
sures in respect of the following four cases: associ- 
ate cases in the absence of associate guarantees 
(regression variable: ILDA-AN); associate cases in 
the presence of associate guarantees (regression 
variable: ILDA-AG); joint venture cases in the ab- 
sence of joint venture guarantees (regression vari- 
able: JLDJ-JN); joint venture cases in the presence 
of joint venture guarantees (regression variable: 
ILDJ-JG). The coefficients for associate non-guar- 
antee cases and for joint venture guarantee cases 
are of the predicted negative sign and are signifi- 
cant; the coefficient for joint venture non-guarantee 
cases is of the predicted negative sign, but is not 
significant; the coefficient for associate guarantee 
cases is positive, but would not be significantly dif- 
ferent from zero in a two-tailed hypothesis test. 
With the exception of the coefficient for associate 
guarantee cases, these results are consistent with 
those for models (2) and (3) with regard to the neg- 
ative sign of the coefficients on investee-liability 
disclosures. When model (4) is estimated separate- 
ly for each year, the coefficients on investee-liabil- 
ity disclosures are of the predicted negative sign in 
three years for associate guarantee cases, and in 





12 This treatment of disclosures in respect of net-liability in- 
vestees that are reflected within provisions will tend to over- 
state the extent of implicit guarantees under FRS 9. FRS 9 
required that equity-accounted net liabilities should only be 
omitted from the investor firm's balance sheet if the investor 
firm had irreversibly withdrawn from its relationship with the 
investee (ASB, 1997, paragraphs 44—45). If the provisions had 
been recorded under IAS 28, the treatment in our sensitivity 
test would be clearly justified, since IAS 28 requires that net- 
liability cases should only appear on the investor firm's bal- 
ance sheet if the investor firm has entered into an obligation 
with respect to the investee (IASB, 2003a, paragraphs 29-30). 
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five or six years for the other three classes, but only 
in the case of associate non-guarantee disclosures 
are any of the yearly regression coefficients signif- 
icant (three out of six). With regard to differences 
between coefficients, two of our predictions are 
supported by the results. The coefficient for joint 
venture guarantee cases is more negative than that 
for joint venture non-guarantee cases, and the dif- 
ference is significant; also, the coefficient for joint 
venture guarantee cases is more negative than that 
for associate guarantee cases, and the difference is 
significant. In both cases, the difference between 
coefficients is of the predicted sign in five out of 
six years; the difference between coefficients for 
joint venture guarantee cases and joint venture non- 
guarantee cases is not significant in any year; the 
difference between coefficients for joint venture 
guarantee cases and associate guarantee cases is 
significant in one year only. Our prediction regard- 
ing the difference between the coefficients for asso- 
ciate guarantee cases and associate non-guarantee 
cases and our prediction regarding the difference 
between the coefficients for joint venture non-guar- 
antee cases and associate non-guarantee cases are 
not supported: both differences are opposite to the 
predicted sign, and would be significantly different 
from zero in a two-tailed hypothesis test. 


5.2. Sensitivity tests 

We test the sensitivity of our results to a number 
of alternative procedures. 

First, we test the sensitivity of our results to al- 
ternative methods for distinguishing between 
guarantee cases and non-guarantee cases. For this 
purpose, we repeat our analysis using data in 
which guarantee-related dummy variables are de- 
fined by reference to guarantees of liabilities, 
rather than by reference to guarantees of the broad- 
er category of 'obligations'. We also repeat our 
analysis using data in which investee-liability dis- 
closures are divided into (1) amounts that we can 
identify from notes to the financial statements as 
likely to be viewed by readers as guaranteed by the 
investor firm (classified as 'guaranteed") and (ii) 
other amounts (classified as 'non-guaranteed"). 
Furthermore, we allow for the possibility that 
recognition within the investor firm's provisions 
of a negative (net-liability) equity-accounted in- 
vestment might be interpreted as signalling the ex- 
istence of an implicit guarantee of the investee's 
obligations. In order to do this, we repeat our 
analysis using data in which investee-liability dis- 
closures in respect of all net-liability investees are 
treated as guaranteed, regardless of whether a 
guarantee is explicitly mentioned in the financial 
statements of the investor firm.'? 

Second, because comparability of the value rele- 
vance of associate-liability disclosures and joint 
venture-liability disclosures might be reduced due 


Vol. 37 No. 4. 2007 


to the fact that FRS 9 required disclosures for all 
joint ventures but only for material associates, the 
analysis is repeated using only those disclosures 
that relate to material associates and material joint 
ventures. 

Third, the analysis is repeated using only those 
cases for which there is both an associate disclo- 
sure and a joint venture disclosure. 

Fourth, the analysis is repeated including (1) all 
cases for which there is an associate and/or joint 
venture investment, regardless of whether an in- 
vestee-liability disclosure is made, and (ii) all 
cases for which accounting and market value data 
are available from Extel and Datastream, respec- 
tively, regardless of whether there is an equity-ac- 
counted investment. 

Fifth, as mentioned earlier, in light of the rela- 
tively complex nature of model (4), the model is 
estimated in two restricted forms: (i) including 
joint venture disclosures, but not associate disclo- 
sures; (ii) including associate disclosures, but not 
joint venture disclosures. 

Finally, the analysis is repeated after deleting as 
outliers 1% of extreme cases, instead of 2% of 
cases. 

None of these alternative procedures gives re- 
sults that differ materially from those reported in 
Table 4. 


5.3, Summary of results 

Overall, our results suggest that FRS9-mandated 
investee-liability disclosures had a negative valua- 
tion impact. The value-relevance regression coef- 
ficient on all investee-liability disclosures taken 
together is negative and significant. Seven of the 
eight value-relevance regression coefficients for 
particular classes of investee-liability disclosures 
are negative, although only four of these are sig- 
nificant. The negative sign of the coefficients on 
investee-liability disclosures is consistent with the 
US findings of Bauman (2003). Contrary to our 
predictions, we do not find convincing evidence 
that joint venture disclosures overall have a 
stronger negative valuation impact than associate 
disclosures overall or that disclosures in guarantee 
cases overall have a stronger negative valuation 
impact than disclosures in non-guarantee cases 
overall. However, consistent with our predictions, 
we do find evidence that disclosures for joint ven- 
ture guarantee cases have stronger negative value 
relevance than those for joint venture non-guaran- 
tee cases and those for associate guarantee cases. 
Our results should be viewed in light of the fact 
that, although our yearly value-relevance regres- 
sion coefficients on investee-liability disclosures 
are of negative sign in 83% of cases (45 out of 54), 
they are significant in only 13% of cases (7 out of 
54), but the weaker results from our yearly regres- 
sion models may be due in part to the relatively 
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small sample sizes available for individual years. 

A feature of our results is the lack of convincing 
evidence of a difference between the value rele- 
vance of investee-liability disclosures for joint 
ventures and those for associates. This could indi- 
cate that there is limited economic difference be- 
tween joint ventures and associates, at least with 
regard to information on investee indebtedness 
disclosed in financial statements. We should also 
bear in mind the possibility that the distinction be- 
tween the two types of investee entity may have 
been blurred because investor firms may have 
structured investments as associates rather than as 
joint ventures in order to avoid increased disclo- 
sure. This issue is not addressed in this study. 
However, the question of whether the existence of 
different accounting and disclosure requirements 
for different classes of investee may have influ- 
enced managers’ choices with regard to how in- 
vestments are structured would be a worthwhile 
subject for further research. 


6. Conclusion 

The issues of whether and how to reflect in in- 
vestor-firm financial statements information about 
the liabilities of equity-accounted investees have 
given rise to some debate and to some differences 
in practice across GAAP regimes. This study ex- 
amines the value relevance of disclosures mandat- 
ed by the UK accounting standard FRS 9: 
Associates and Joint Ventures (ASB, 1997) regard- 
ing the investor-firm share of liabilities of equity- 
accounted associates and joint ventures. FRS 9 
defined for the first time strict thresholds govern- 
ing such disclosure by UK investor firms, and 
brought about a significant increase in disclosure. 
In light of the concerns about concealment of 
group gearing that partly motivated the investee-li- 
ability disclosure requirements of FRS 9, and the 
findings of previous US research, we predict that 
the mandated disclosures are negatively associated 
with the market value of equity of the investor 
firm. In light of the distinction that FRS 9 drew be- 
tween joint ventures and associates because the 
former are subject to the investor firm’s joint con- 
trol whereas the latter are merely subject to its sig- 
nificant influence, and the possibility that the 
creditors of joint ventures might be more likely 
than those of associates to have explicit or implic- 
it recourse to the assets of the investor firm, the 
study also examines whether the negative valua- 
tion impact of investee-liability disclosures is 
more pronounced for joint ventures than for asso- 
ciates. In light of findings of previous US research, 
it also examines whether the negative valuation 
impact of investee-liability disclosures is more 
pronounced in the presence of investor-firm guar- 
antees of investee-firm obligations than in the ab- 
sence of such guarantees. 
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Subject to caveats regarding the significance of 
results from yearly regression models, our results 
confirm the prior US finding of Bauman (2003) 
regarding the negative valuation impact of disclo- 
sures of the liabilities of equity-accounted in- 


vestees. From the perspective of the accounting. 


regulator, this evidence provides some confirma- 
tion of the value to investors of disclosures about 
liabilities of equity-accounted investees, and sug- 
gests that such disclosures are seen as negative 
Signals, consistent with the concerns about off- 
balance-sheet financing that partly motivated the 
requirements for such disclosures. These results 
are supportive of revisions made to IAS 28: 
Investments in Associates (IASB, 2003a), which 
post-dated FRS 9 and which have required disclo- 
sure of associate liabilities for accounting periods 
beginning on or after 1 January 2005. 

Our results relating to the distinction between 
joint ventures and associates have some relevance 
in light of the proposed revision of IAS 31: 
Interests in Joint Ventures (IASB, 2003b), which 
would eliminate the use of proportionate consoli- 
dation and require that joint ventures be accounted 
for by the equity method, as is required for associ- 
ates. There is some evidence in our study that the 
value-relevance of investee-liability disclosures is 
more pronounced for guaranteed joint venture lia- 
bilities than for guaranteed associate liabilities. 
However, the lack of overall evidence of a differ- 
ence between the value relevance of investee- 
liability disclosures for joint ventures and those 
for associates could indicate that there is limited 
economic difference between joint ventures and 
associates, at least with regard to information on 
investee indebtedness disclosed in financial state- 
ments, and we would not claim to report strong ev- 
idence of the need for different treatments for joint 
venture liabilities and associate liabilities. In any 
event, provided that the liabilities of equity-ac- 
counted joint ventures are required to be disclosed 
by way of note, separately from those of associ- 
ates, the removal of the proportionate consolida- 
tion option in international GAAP would not 
significantly reduce the quality of information re- 
garding the liabilities of joint ventures. 
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Twenty-five years of the Taffler z-score 
model: does it really have predictive ability? 
Vineet Agarwal and Richard J. Taffler* 


Abstract— Although copious statistical failure prediction models are described in the literature, appropriate tests 
of whether such methodologies really work in practice are lacking. Validation exercises typically use small sam- 
ples of non-failed firms and are not true tests of ex ante predictive ability, the key issue of relevance to model users. 
This paper provides the operating characteristics of the well-known Taffler (1983) UK-based z-score model for the 
first time and evaluates its performance over the 25-year period since it was originally developed. The model is 
shown to have clear predictive ability over this extended time period and dominates more naive prediction ap- 
proaches. This study also illustrates the economic value to a bank of using such methodologies for default risk as- 
sessment purposes. Prima facie, such results also demonstrate the predictive ability of the published accounting 
numbers and associated financial ratios used in the z-score model calculation. 
Keywords: z-scores; bankruptcy prediction; financial ratios, type I and type II errors; economic value 


1. Introduction 

There is renewed interest in credit risk assessment 
methods following Basel II and recent high profile 
failures such as Enron and Worldcom. New ap- 
proaches are continuously being proposed (e.g. 
Hillegeist et al., 2004; Vassalou and Xing, 2004; 
Bharath and Shumway, 2004) and academic jour- 
nals publish special issues on the topic (e.g. 
Journal of Banking and Finance, 2001). The tradi- 
tional z-score technique for measuring corporate 
financial distress, however, is still a well-accepted 
tool for practical financial analysis. It is discussed 
in detail in most of the standard texts and contin- 
ues to be widely used both in academic literature 
and by practitioners. 

The z-score is used as a proxy for bankruptcy 
risk in exploring such areas as merger and divest- 
ment activity (e.g. Shrieves and Stevens, 1979; 
Lasfer et al., 1996; Sudarsanam and Lai, 2001), 
asset pricing and market efficiency (e.g. Altman 
and Brenner, 1981; Katz et al., 1985; Dichev, 
1998; Griffin and Lemmon, 2002; Ferguson and 
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Shockley, 2003), capital structure determination 
(e.g. Wald, 1999; Graham, 2000; Allayannis et al., 
2003; Molina, 2005), the pricing of credit risk (see 
Kao, 2000 for an overview), distressed securities 
(e.g. Altman, 2002: ch. 22; Marchesini et al., 2004), 
and bond ratings and portfolios (e.g. Altman, 1993: 
ch. 10; Caouette et al., 1998: ch. 19). Z-score mod- 
els are also extensively used as a tool in assessing 
firm financial health in going-concern research 
(e.g. Citron and Taffler, 1992, 2001 and 2004; 
Carcello et al., 1995; Mutchler et al., 1997; 
Louwers, 1998; Taffler et al., 2004). 

Interestingly, despite the widespread use of the 
z-score approach, no study to our knowledge has 
properly sought to test its predictive ability in the 
almost 40 years since Altman’s (1968) seminal 
paper was published. The recent paper by Balcaen 
and Ooghe (2006), which raises a range of impor- 
tant theoretical issues relating to the model devel- 
opment process including the definition of failure, 
problems of ratio instability, sampling bias and 
choice of statistical method, only serves to demon- 
strate the need to conduct such empirical tests. The 
existing literature that seeks to do this, at best, typ- 
ically uses samples of failed and non-failed firms 
(e.g. Begley et al., 1996), rather than testing the re- 
spective models on the underlying population. 
This, of course, does not provide a true test of ex 
ante forecasting ability as the key issue of type II 
error rates (predicting non-failed as failed) is not 
addressed.! 

This paper seeks to fill this important gap in the 
literature by specifically exploring the question of 





! The only possible exception is the recent paper of Beaver 
et al. (2005) for US data. However, their out-of-sample testing 
is for a much shorter period than this study, and their focus is 
not on the predictive ability of published operational models. 
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whether a well-established and widely-used UK- 
based z-score model driven by historic accounting 
data has true ex ante predictive ability over the 25 
years since it was originally developed. 

The remainder of the paper is structured as fol- 
lows. Section 2 provides a brief overview of con- 
ventional z-score methodology and describes the 
UK-based model originally published in this jour- 
nal (see Taffler, 1983), including the provision of 
the actual model coefficients for the first time, 
which is the subject of our analysis. Section 3 pro- 

. vides our empirical results and tests whether this z- 
score model really does capture risk of corporate 
failure. Section 4 reviews issues relating to the 
temporal stability of z-score models and Section 5 
discusses common misperceptions relating to what 
such models are and are not. The final section, 
Section 6, provides some concluding reflections. 


2. The z-score model 

The generic z-score is the distillation into a single 
measure of a number of appropriately chosen fi- 
nancial ratios, weighted and added. If the derived 
z-score is above a cut-off, the firm is classified as 
financially healthy, if below the cut-off, it is 
viewed as a potential failure. | 

This multivariate approach to failure prediction 
was first published almost 40 years ago with the 
eponymous Altman (1968) z-score model in the 
US, and there is an enormous volume of studies 
applying related approaches to the analysis of cor- 
porate failure internationally? This paper reviews 
the track record of a well-known UK-based z- 
score model for analysing the financial health of 
firms listed on the London Stock Exchange which 
was originally developed in 1977; a full descrip- 
tion is provided in Accounting and Business 
Research volume 15, no. 52 (Taffler, 1983). The 
model itself was originally developed to analyse 
industrial (manufacturing and construction) firms 
only with separate models developed for retail and 
service enterprises? However, we apply it across 
all non-financial listed firms in the performance 
tests below.* 

As explained in Taffler (1983), the first stage in 
building this model was to compute over 80 care- 
fully selected ratios from the accounts of all listed 
industrial firms failing between 1968 and 1976 and 
46 randomly selected solvent industrial firms.? 
Then using, inter alia, stepwise linear discriminant 
analysis, the z-score model was derived by deter- 
mining the best set of ratios which, when taken to- 
gether and appropriately weighted, distinguished 
optimally between the two samples. § 

If a z-score model is correctly developed its 
component ratios typically reflect certain key di- 
mensions of corporate solvency and performance.’ 
The power of such a model results from the appro- 
priate integration of these distinct dimensions 
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weighted to form a single performance measure, 
using the principle of the whole being worth more 
than the sum of the parts. 

Table 1 provides the Taffler (1983) model’s ratio 
definitions and coefficients. It also indicates the 
four key dimensions of the firm’s financial profile 
that are being measured by the selected ratios. 
These dimensions, identified by factor analysis, 
are: profitability, working capital position, finan- 
cial risk and liquidity. The relative contribution of 
each to the overall discriminant power of the 
model is measured using the Mosteller-Wallace 
criterion. Profitability accounts for around 50% of 
the discriminant power of the model and the three 
balance sheet measures together account for a sim- 
ilar proportion. 

In the case of this model, if the computed z-score 
is positive, i.e. above the ‘solvency threshold’ on 
the ‘solvency thermometer’ of figure 1, the firm is 
solvent and is very unlikely indeed to fail within 
the next year. However, if its z-score is negative, it 
lies in the ‘at risk’ region end the firm has a finan- 
cial profile similar to previously failed businesses 
and, depending on how negative, a high probabili- 
ty of financial distress. This may take the form of 
administration (Railtrack and Mayflower), re- 
ceivership (Energis), capital reconstruction 
(Marconi), rescue rights issue, major disposals or 
spin-offs to repay creditors (Invensys), govern- 
ment rescue (British Energy), or acquisition as an 
alternative to bankruptcy. 

Various statistical conditions need to be met for 
valid application of the methodology.’ In addition, 
alternative statistical approaches such as quadratic 
discriminant analysis (e.g. Altman et al., 1977), 
logit and probit models (e.g. Ohlson, 1980; 





? For example, Altman and Narayanan (1997) review 44 
separate published studies relating to 22 countries outside the 
US 


5 Та ег (1984) also describes a model for analysing retail 
firms. His unpublished service company model is similar in 
form. 

^ Altman’s (1968) model was also originally developed 
from samples of industrial companies alone but has conven- 
tionally been applied across the whole spectrum of non-finan- 
cial firms. 

5 Although smaller than samples currently used in building 
failure prediction models, the model was constructed using all 
firms failing subsequent to the Companies Act, 1967, which 
significantly increased data availability. 

6 Data was transformed and Winsorised and differential 
prior probabilities and misclassification costs were taken into 
account in deriving an appropriate cut-off between the two 
groups. The Lachenbruch (1967) hold-out test provided two 
apparent classification errors. 

? Factor analysis of the underlying ratio data should be un- 
dertaken to ensure collinear ratios are not included in the 
model leading to lack of stability and sample bias, and to help 
interpret the resulting model component ratios. 

8 These are discussed in Taffler (1983) with regard to the 
model described here and more generally in Taffler (1982), 
Jones (1987) and Keasey and Watson (1991) and need not de- 
tain us here. 
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Table 1 
Model for analysing fully listed industrial firms 


The model is given by: 
2= 3.20 + 12.18.x, + 2.50.х, ~ 10.68.x, + 0.029.x, 
where 


profit before tax/current liabilities (53%) 
current assets/total liabilities (13%) 
current liabilities/total assets (18%) 
no-credit interval! (16%) 


м 
w 
Hou ou H 


The percentages in brackets after the variable descriptors represent the Mosteller-Wallace contributions of the 
ratios to the power of the model. Via factor analysis, x, measures profitability, x, working capital position, 
X4 financial risk and x, liquidity. 








! no-credit interval = (quick assets — current liabilities)/daily operating expenses with the denominator proxied by (sales — 
РВТ - depreciation)/365 











Figure 1 
The Solvency Thermometer 


Firms with computed z-score < 0 are at risk of failure; those with z-score > 0 are financially solvent. 
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Zmijewski, 1984; Zavgren, 1985), mixed logit 
(Jones and Hensher, 2004), recursive partitioning 
(e.g. Frydman et al., 1985), hazard models 
(Shumway, 2001; Beaver et al., 2005) and neural 
networks (e.g. Altman et al., 1994) are used. 
However, since the results generally do not differ 
from the conventional linear discriminant model 
approach in terms of accuracy, or may even be in- 
ferior (Hamer, 1983; Lo, 1986; Trigueiros and 
Taffler, 1996), and the classical linear discriminant 
approach is quite robust in practice (e.g. Bayne et 
al., 1983) associated methodological considera- 
tions are of little importance to users. 


3. Forecasting ability 

Since the prime purpose of z-score models, implic- 
itly or explicitly, is to forecast future events, the 
only valid test of their performance is to measure 
their true ex ante prediction ability? This is rarely 
done and when it is, such models may be found 
lacking. This could be because significant num- 
bers of firms fail without being so predicted (type 
I errors). However, more usually, the percentage of 
firms classified as potential failures that do not fail 
(type II errors) in the population calls the opera- 
tional utility of the model into question.!° In addi- 
tion, statistical evidence is necessary that such 
models work better than alternative simple strate- 
gies (e.g. prior year losses). Testing models only 
on the basis of how well they classify failed firms 
is not the same as true ex ante prediction tests." 


3.1. What is failure? 

А key issue, however, is what is meant by corpo- 
rate failure. Demonstrably, administration, re- 
ceivership or creditors’ voluntary liquidation 
constitute insolvency.!? However, there are alter- 
native events which may approximate to, or are 
clear proxies for, such manifestations of outright 
failure and result in loss to creditors and/or share- 
holders. Capital reconstructions, involving loan 
write-downs and debt-equity swaps or equivalent, 
can equally be classed as symptoms of failure, as 
can be acquisition of a business as an alternative to 
bankruptcy or major closures or forced disposals 
of large parts of a firm to repay its bankers. Other 
symptoms of financial distress, more difficult to 
identify, may encompass informal government 
support or guarantees, bank intensive care moni- 
toring or loan covenant renegotiation for solvency 
reasons, etc. Nonetheless, in the analysis in this 
paper, we work exclusively with firm insolvencies 
on the basis these are clean measures, despite 
probably weakening the apparent predictive abili- 
ty of the z-score model, in particular in terms of in- 
creasing the type II error rate. 


3.2. The population risk profile 
To assess the z-score model’s performance in 
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practical application, z-scores for the full popula- 
tion of non-financial firms available electronically 
and fully listed on the London Stock Exchange for 
at least two years at any time between 1979 (sub- 
sequent to when the model was developed) and 
2003, a period of 25 years, are сотршей !314 
During this period there were 232 failures in our 
sample; 223 firms (96.1%) had z-scores < 0 based 
on their last published annual accounts prior to 
failure indicating they had potential failure pro- 
files.!5 The average time to failure from the date of 
the last annual accounts is 13.2 months, similar to 
that reported by Ohlson (1980) for the US.!$ The 
equivalent median figure is 13.0 months. 

Figure 2 shows the percentage of firms in our 
sample with negative z-scores and percentage of 
firms with negative PBT both of which vary over 
time. In the case of z-scores, the low of 14% is reg- 





? Whereas techniques such as the Lachenbruch (1967) jack- 
knife method, which can be applied to the original data to test 
for search and sample bias, are often used, inference to per- 
formance on other data for a future time period cannot be 
made because of potential Iack of population stationarity. 

10 For example, the Bank of England model (1982) was 
classifying over 53% of its 809 company sample as potential 
failures in 1982, soon after it was developed. 

!! Good examples are Begley et al. (1996) who conduct out- 
of-sample tests of type I and type Il error rates for 1980s fail- 
ures for both the Altman (1968) and Ohlson (1980) models 
and Altman (2002: 17—18) who provides similar sample statis- 
tics for his 1968 model through to 1999. However, neither 
study allows the calculation of irue ex ante predictive ability, 
the acid test of such model purpose, because the full popula- 
tion of non-failed firms is not considered. 

12 The term bankruptcy, used in the US, applies only to per- 
sons in the UK. 

13 The required accounting data was primarily collected 
from the Thomson Financial Company Analysis and EXSTAT 
financial databases which between them have almost complete 
coverage of UK publicly fully listed companies. For the small 
number of cases not covered, MicroEXSTAT and Datastream 
were also used in that order. We have assumed a lag of five 
months between the balance sheet date and public availability 
of the annual accounts. 

14 Актап (1993) claims that a respecification of his 1968 z- 
score model recalculated using his original sample of publicly 
traded firms but substituting the book value of equity for mar- 
ket value in his ratio 4 can be applied to non-listed firms. 
However, this is incorrect. The financial profiles of privately 
owned firms differ significantly to those of listed firms. As 
such, models need to be developed directly from samples of 
failed and non-failed non-listed firms. It would be invalid to 
apply the z-score model described here to such entities. 

15 Of the nine firms misclassified, six had negative z-scores 
on the basis of their latest available interim/preliminary ac- 
counts prior to failure. On this basis, only three companies 
could not have been picked up in advance, including Polly 
Peck, where there were serious problems with the published 
accounts. Ámong other issues, there is a question mark over a 
missing £160m of cash and even the interim results, published 
only 17 days before Polly Peck's shares were suspended, show 
profits before tax of £110m on turnover of £880m. Whereas, 
as argued below, such multivariate models are quite robust to 
window dressing, this obviously cannot apply to major fraud. 

16 The z-score becomes negative on average 2.4 years (me- 
dian = 2.0) before failure. The equivalent PBT figures are 1.4 
(1.0) years respectively. 


Vol. 37 No. 4. 2007 289 


Figure 2 


Percentage of firms at risk’ 





Z-scores and PBT figures for all the firms in our sample are computed based on their full-year accounts with 
financial year-ends between May 1978 and April 2004. The figures for year t are based on full-year accounts 
of all the firms in the sample with balance sheet dates between May of year t-1 and April of year t. 
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istered in 1979 and the graph peaks at 43% in 
2002, higher than the peaks of 33% in 1993 and 
28% in 1983 at the depths of the two recessions. 
The overall average is 27%. The percentage of 
firms with negative profit before tax (PBT) shows 
a similar time-varying pattern but is lower with an 
overall average of 15%. 


3.3. True ex ante predictive ability 
We use two different methods to assess the power 
of such models to capture the risk of financial dis- 
tress — tests of information content and tests of pre- 
dictive ability. Three alternative classification rules 
are employed for statistical comparison — a propor- 
tional chance model which randomly classifies all 
firms as failures or non-failures based on ex post 
population failure rates, a naive model that classi- 
fies all firms as non-failures and a simple account- 
ing-based model that classifies firms with negative 
PBT as potential failures and those with PBT>0 as 
non-failures.!’ Also, misclassification costs need to 
be properly taken into account. In addition, we 
. need to consider if the magnitude of the negative 





17 The authors are indebted to Steven Young for this sugges- 
tion. 








Z-score has further predictive content. 


3.3.1. Relative information content tests 

As illustrated above, z-scores are widely used as 
a proxy for risk of failure. It is therefore important 
to test if they carry any information about the 
probability of failure and, hence, whether it is jus- 
tified to use them as a proxy for bankruptcy risk. 
We also test whether the same information can be 
captured by our simple prior-year loss-based clas- 
sification rule. 

To test for information content, a discrete hazard 
model of the form similar to that of Hillegeist et al. 
(2004) is used: 


NI (1) 
where 
pi - probability of failure of firm i in year t, 
X = column vector of independent variables, 
В = ee vector of estimated coefficients. 
This expression is of the same form as logistic 


regression; Shumway (2001) shows that it can be 
estimated as a logit model. However, the standard 
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Table 2 
Relative information content 





1 


Z-score and PBT figures for all the firms in our sample are computed based on their last available full-year ас- 





average number of observations per firm. 


Variable Model (i) 
Constant —346 
(241.12) 
PBT 
Z-score —424 
(14.46) 
Model y? 48.40 
Log-likelihood —1077 
Pseudo-R? 0.20 


counts with financial year-ends from May 1978 until April 2004. Firms are then tracked till delisting or publi- 
cation of their next full-year accounting statements to identify those that failed. The z-score model classifies 
all firms with z«O as potential failures and the PBT model classifies all firms with PBT«O as potential failures. 
Figures in brackets are the Wald statistic from the logistic regression with dependent variable taking a value of 
1 if the firm fails subsequent to its last available annual accounts, 0 otherwise. The Wald and model x? statis- 
tics are adjusted for the fact that there are several observations from the same firm by dividing by 10.74, the 


Model (ii) 


-324 
(147.75) 


-2.49 
(28.75) 





30.41 


-1173 
0.13 


With 1 degree of freedom, critical Wald and ү? values at 1%, 5% and 10% level аге 6.63, 3.84 and 2.71 
respectively. 





errors will be biased downwards since the logit es- 
timation treats each firm year observation as inde- 
pendent, while the data has multiple observations 
for the same firm. Following Shumway (2001) we 
divide the test statistic by the average number of 
observations per firm to obtain an unbiased statis- 
tic. 

We estimate two models; model (i) with z-score 
dummy (0 if negative, 1 otherwise) and model Gi) 
with PBT dummy (0 if negative, 1 otherwise) as 
independent variables. The dependent variable is 
the actual outcome (1 if failed, 0 otherwise). The 
parametric test of Vuong (1989) is used to test 
whether the log-likelihood ratios of our two logit 
models differ significantly. Table 2 provides the 
results. 

Coefficients on both z-score in model (i) and 
PBT in model (ii) are significant at better than the 
1% level showing both variables carry significant 
information about corporate failure. However, the 
coefficient on z-score (-4.2) is much larger than 
that on PBT (2.5) even though they are both 
measured on the same scale of 0 to 1 and the log- 
likelihood statistic for model (i) is smaller than 
that for model (ii) demonstrating that, on this 
basis, the z-score carries more information about 


18 or(p-ny(n(i-n)n where p = sample proportion, я = 
probability of chance classification and n — sample size. For 
the conditional probability of failure given 2<0, р = 0.0304, л 
0.0085 and п = firms with z<0 = 7,325. 





failure than does PBT. The difference between the 
two log-likelihood statistics is statistically signifi- 
cant (Vuong test statistic = 4.62; p<0.01). 

These results show that our z-scores do carry in- 
formation about corporate failure and are thus a 
valid proxy for risk of financial distress. They also 
show that z-score dominates PBT. 


3.3.2. Test of predictive ability 

Only a proportion of firms at risk, however, will 
suffer financial distress. Knowledge of the popula- 
tion base rate allows explicit tests of the true ex 
ante predictive ability of the failure prediction 
model where the event of interest is failure in the 
next year. We use the usual 2x2 contingency table 
approach to assess whether our two accounting- 
based models, z-score and prior-year loss, do bet- 
ter than the proportional chance model. 

The contingency table for z-score is provided in 
panel A of Table 3. It shows that of the 232 failures 
in our sample; 223 firms (96.1%) had z-scores < 0 
based on their last accounts prior to failure indicat- 
ing they had potential failure profiles. In total, over 
the 25-year period, there were 7,325 (2796) firm 
years with z«O and 19,918 (73%) with 2>0. The 
overall conditional probability of failure given a 
negative z-score is 3.04% (223/7,325). This differs 
significantly to the base failure rate of 0.85% 
(232/27 2АЗ) at better than а = 0.001 (z = 20.4).18 
Similarly, the conditional probability of non-failure 
given a positive z-score is 99.95% (19,909/19,918), 
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Table 3 
Classification matrix for z-scores and prior-year losses 


Z-score and PBT figures for all the firms in our sample are computed based on their last available full-year ac- 
counts with financial year-ends from May 1978 until April 2004. Firms are then tracked till delisting or publi- 
cation of their next full-year accounting statements to identify those that failed. The z-score model classifies 
all firms with 2<0 as potential failures and the PBT model classifies all firms with PBT<0 as potential failures. 
The null hypothesis of no association between z (PBT) and failure is tested using the y? statistic. 


Panel A. Z-score model 
Failed 
7<0 


7>0 


Total 
№ 


Panel В. Prior-year loss model 


PBT<0 
PBT>0 


Total 
x 


which differs significantly from the base rate of 
99.15% at better than a = 0.001 (z = 12.4).? In 
addition, the computed X? statistic is 570.5 and 
strongly rejects the null hypothesis of no associa- 
tion between failure and z-score. Thus, the z-score 
model possesses true forecasting ability on this 
basis. х 

Panel В of Table 3 provides the results of using 
prior year loss as the classification criteria. It 
shows that 68% of the 232 failures over the 25- 
year period registered negative PBT on the basis of 
their last accounts before failure. In total there 
were 4,170 (15%) firm years with РВТ<0 and 
23,073 (85%) with PBT>0. On this basis, the over- 
all conditional probability of failure given a nega- 
tive PBT is 3.76% (157/4,170), which differs 
significantly to the base failure rate of 0.85% at 
better than œ = 0.001 (z = 20.5)? Similarly, the 


19 For the conditional probability of non-failure given z>0 at 
the beginning of the year, p = 0.9995, x = 0.9915 and n = 
19,918. 

20 г=(р-п)//к-п)/п where р = sample proportion, п = 
probability of chance classification and п = sample size. For 
the conditional probability of failure given РВТ<0, р = 0.0376, 
л = 0.0085 and п = firms with РВТ<0 = 4,170. 

2! For the conditional probability of non-failure given 
PBT>0 at the beginning of the year, р = 0.9967, л = 0.9915 
and n = 23,073. 


Non-failed 


7,102 
(26%) 


19,909 
(74%) 


27011 


Non-failed 


4.013 
(15%) 


22,998 
(85%) 


27,011 


Total 


7,325 
(27%) 


19,918 
(13%) 


27,243 


Total 


4,170 
(15%) 


23,073 
(85%) 


27,243 





conditional probability of non-failure given a pos- 
itive PBT is 99.67% (22,998/23,073), which dif- 
fers significantly from the base rate of 99.15% at 
better than © = 0.001 (z = 8.7).?! The X? statistic is 
495.0 and strongly rejects the null hypothesis of no 
association between failure and loss in the last 
year. On this basis, a simple PBT-based model also 
appears to have true forecasting ability. 

These results confirm the evidence of Table 2, 
both z-scores and PBT have true failure forecast- 
ing ability, however, they do not directly indicate 
which of the two models is superior. 


3.3.3. Comparing the predictive ability of z-scores 
and PBT using the ROC curve 

The Receiver Operating Characteristics (ROC) 
curve is widely used for assessing various rating 
methodologies (see Sobehart et al., 2000 for de- 
tails). It is constructed by plotting 1 — type I error 
rate against the type II error rate and the model 
with larger area under the curve (AUC) is consid- 
ered to be a better model. The Gini coefficient or 
accuracy ratio is just a linear transformation of the 
area under the ROC curve, i.e.: 


Gini coefficient = 2*(AUC ~ 0.50) (2) 


The area under the ROC curve is estimated using 
the Wilcoxon statistic following Hanley and 
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McNeil (1982) who demonstrate that it is an unbi- 
ased estimator (also see Faraggi and Reiser, 2002). 

The standard error of area under the ROC curve 
is given by (Hanley and McNeil, 1982): 


m= ГАСА) + (ny -DXQ1- A?) (n —1(02-А?) (3) 











ПРП р 

where 
А = area under the ROC curve, 
ng = number of failed firms in the sample, 
Пур = number of non-failed firms in the sample, 
Q1 = A/(2—-A), and 
Q2 = 2A?/(1+A) 
and the test statistic is: 

_ А (4) 

se(A) 


where z is a standard normal variate. 
To compare the AUC for two different models, 
the test statistic 15:22 
(5) 


А, = A, 
y(se(A,))’ + (se(A,))’ 


where again z is the standard normal variate. 

Figure 3 plots the AUC for the z-score and PBT 
models with the diagonal line representing the pro- 
portional chance model, while the AUC for the 
naive model will be zero (i.e. (0,0)).? Figure 3 
shows that the z-score model has a larger AUC 
(0.85) than the PBT model which in turn has a larg- 
er AUC (0.76) than the proportional chance model. 

Table 4 presents summary statistics and shows 
that both z-score and PBT models outperform the 
proportional chance model (z = 21.9 and 144 re- 
spectively). It also shows that the z-score model 
outperforms the PBT model (z = 3.5). On this 
basis, while both z-score and PBT perform better 
than random classification, again the z-score 
model clearly outperforms the PBT model. 


7. = 


3.3.4. Differential error costs 

All the tests presented so far assume the cost of 
misclassifying a firm that fails (type I error) is the 
same as the cost of misclassifying a firm that does 
not fail (type II error). However, in the credit mar- 
ket, the cost of a type I error is not the same as the 


22 Hanley and McNeil (1983) propose an adjustment for the 
fact that the two AUCS are derived from the same data and will 
therefore be correlated. The effect of this induced correlation 
will be to reduce the standard error. Our test statistics which 
ignore this are therefore conservative. 

23 The proportional chance model randomly classifies firms 
as failed/non-failed based on the population failure rate while 
the naive model classifies all firms as non-failed. 

24 Although this regime may appear an oversimplification, 
this is exactly how the credit insurance market works in prac- 
tice. 
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cost of a type II error. In the first case, the lender 
can lose up to 100% of the loan amount while, in 
the latter case, the loss is just the opportunity cost 
of not lending to that firm. In assessing the practi- 
cal utility of failure prediction models’ ability, 
then, differential misclassification costs need to be 
explicitly taken into account. 

Bléchlinger and Leippold (2006) provide a 
framework to assess the economic utility of differ- 
ent credit risk prediction models in a competitive 
loan market. The following assumptions apply for 
an illustrative accept/reject cut-off regime: 


1. Banks use a model to either accept or reject 
customers. ; 


2. Тһе risk premium is exogenous (75 basis 
points), i.e. all customers that are accepted will 
be offered the same rate. 


3. The loss from lending to a customer that de- 
faults is 40% of the loan amount. 


4. A customer will randomly select a bank for 
his/her loan application. If this application is 
rejected, he/she will then randomly select an- 
other bank, and so on until the loan is granted. 


For our analysis, we assume there are four banks 
in the market with total loan demand of £100bn. 
Without loss of generality we further assume all 
loans are of the same amount and for a one-year 
period. Bank 1 uses the z-score model for making 
loan decisions (accept all customers with z-score > 
0, reject all others), Bank 2 employs the prior-year 
loss model (accept all customers with PBT > 0, re- 
ject all others), Bank 3 uses the proportional chance 
model (i.e. randomly accept or reject customers 
based on overall failure rate) and Bank 4 adopts a 
naive approach (i.e. accept all customers). Table 5 
provides the summary statistics for the four banks. 

Table 5 shows that while Bank 1 which employs 
the z-score model has the smallest market share 
(19%), it has loans of the best credit quality with a 
default rate of just 1%. This rate compares to that 
of 11% for Bank 2. Bank 1 also earns higher prof- 
its that any other bank despite having the smallest 
loan portfolio and outperforms the next best, Bank 
2, by 24% (14 basis points in absolute terms) in 
terms of risk-adjusted return on capital employed. 

Figure 4 provides a sensitivity analysis for the 
different models as the cost of a type I error 
changes. Figure 4A plots profitability and shows 
that the proportional chance model generates 
lower profits than the PBT model for the cost of a 
type I error in the range of 20% to 80% and gener- 
ates lower profits than the z-score model for a type 
Terror cost in excess of 22%. It also shows that the 
z-score model leads to higher profits than the PBT 
model for cost of a type I error in excess of 36%. 
Figure 4B plots the risk-adjusted return on capital 
employed (ROCE) and shows that the z-score 
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Figure 3 
ROC curves 


Z-score and PBT figures for all the firms in our sample are computed based on their last available full-year 
accounts with financial year-ends from May 1978 until April 2004. Firms are then tracked till delisting or pub- 
lication of their next full-year accounting statements to identify those that failed. The z-score model classifies 
all firms with z<0 as potential failures, the PBT model classifies all firms with РВТ<0 as potential failures, the 
proportional chance model randomly classifies firms as failed/non-failed based on overall failure rate for our 
sample period (0.85%) and the naive model classifies all firms as non-failed. The type I error rate for the 
z-score (prior-year loss) model is computed as the number of failed firms with positive z-score (PBT) divided 
by the total number of failures. The type II error rate for the z-score (prior-year loss) model is computed as the 
number of non-failed firms with negative z-score (PBT) divided by the total number of non-failures. The re- 
spective type I and type H error rates for the proportional chance model are 99.15% and 0.85%. The naive 
model has a type I error rate of 10096 and type II error rate of 096, and is located at point (0,0). 
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model dominates the other two models across the 
entire range of type I error costs with the differ- 
ence in the risk adjusted ROCE between z-score 
and PBT models ranging from 7 to 28 basis points. 
In relative terms, this gives z-score risk adjusted 
profitability outperformance of between 10% and 
65%.» The economic benefit of using the z-score 
model in this illustrative setting is thus clear. 


25 Bléchlinger and Leippold (2006) show in their simulation 
models that these results are lower bound estimates; in more 
complex settings, the profitability differences are likely to be 
larger. 


3.3.5. Probability of failure and severity of 
negative z-score 

Most academic research in this field has focused 
exclusively on whether the derived z-score is 
above or below a particular cut-off. However, does 
the magnitude of the (negative) z-score provide 
further information on the actual degree of risk of 
failure within the next year for z«O firms? 

To explore whether the z-score construct is an 
ordinal or only a binary measure of bankruptcy 
risk, we explore failure outcome rates by negative 
z-score quintiles over our 25-year period. Table 6 
provides the results. 
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Table 4 
ROC curves: summary statistics 










Z-score and PBT figures for all the firms in our sample are computed based on their last available full-year ac- 
counts with financial year-ends from May 1978 until April 2004. Firms are then tracked till delisting or publi- 
cation of their next full-year accounting statements to identify those that failed. The z-score model classifies 
all firms with z<0 as potential failures and the PBT model classifies all firms with PBT<0 as potential failures. 
The AUC is estimated as a Wilcoxon statistic, and the Gini coefficient (Gini) is derived from the AUC using 
equation (2) in the text. The standard error (se) of the AUC is estimated using equation (3), and the z-statistic 
(z) for the test of significance of the AUC is estimated using equations (4) and (5) in the text. 


AUC se © Gini 


Z-score 0.85 0.0159 21.9 0.70 
PBT 0.76 0.0184 144 0.53 


Difference 0.09 0.0243 35 











Table 5 
Bank profitability using different models 


Z-score and PBT figures for all the firms in our sample are computed based on their last available full-year ac- 
counts with financial year-ends from May 1978 until April 2004. Firms are then tracked till delisting or publi- 
cation of their next full-year accounting statements to identify those that failed. Bank 1 uses the z-score model 
that classifies all firms with z<0 as potential failures, Bank 2 employs the PBT model which classifies all firms 
with PBT«O as potential failures, Bank 3 adopts the proportional chance model that randomly classifies firms 
as potentially failed/non-failed based on the average failure rate over the 25-year period (0.85%) and Bank 4 
classifies all firms as non-failures using the naive model. Firms are assumed to randomly choose one of the 
four banks and if rejected by the first bank, then randomly select one of the other three banks and so on until 
the loan is granted. The type I error rate represents the percentage of failed firms classified as non-failed by the 
respective model, and the type Ц error rate represents the percentage of non-failed firms classified as failed by 
the respective model. Market share is the expected number of (equal size) loans granted as a percentage of total 
number of firm years, share of defaulters is the expected number of defaulters to whom a loan is granted as a 
percentage of total number of defaulters. Revenue is calculated as market size * market share * risk premium 
and loss is calculated as market size * prior probability of failure * share of defaulters * cost of a type I error 
in percent. Profit is calculated as revenue — loss. Risk adjusted return on capital employed is calculated as prof- 
it divided by market size * market share. For illustrative purposes, we assume the market size to be £100bn, 


the risk premium to be 0.75% and cost of a type I error to be 40%. The prior probability of failure is taken to 
be the same as the ex-post failure rate of 0.85% during the sample period. 


Bank 1 Bank 2 Bank 3 Bank 4 
Type I error (%) 3.88 32.33 99.15 100.00 
Type П error (%) 26.29 14.86 0.85 0.00 
Market share (76) 18.67 22.54 29.33 29.48 
Share of defaulters (76) 1.08 10.60 43.82 44.51 
Revenue (£m) 140.00 169.07 219.94 221.14 
Loss (£m) 3.67 36.05 148.98 | 151.32 
Profit (£m) 136.33 133.02 70.96 69.81 


Risk-adjusted return on 
capital employed (%) 0.73 0.59 0.24 0.24 
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Figure 4 
Profitability analysis of using different models 


Z-score and PBT figures for all the firms in our sample are computed based on their last available full-year ac- 
counts with financial year-ends from May 1978 until April 2004. Firms are then tracked till delisting or publi- 
cation of their next full-year accounting statements to identify those that failed. Bank 1 uses the z-score model 
that classifies all firms with z<0 as potential failures, Bank 2 employs the PBT model which classifies all firms 
with РВТ<0 as potential failures, Bank 3 adopts the proportional chance model that randomly classifies firms’ 
as potentially failed/non-failed based on the average failure rate over the 25-year period (0.85%) and Bank 4 
classifies all firms as non-failures using the naive model. Firms are assumed to randomly choose one of the 
four banks and if rejected by the first bank, then randomly select one of the other three banks and so on until 
the loan is granted. Market share is the expected number of (equal size) loans granted as a percentage of total 
number of firm years, share of defaulters is the expected number of defaulters to whom a loan is granted as a 
percentage of total number of defaulters. Revenue is calculated as market size * market share * risk premium 
and loss is calculated as market size * prior probability of failure * share of defaulters * cost of a type I error 
in percent. Profit is calculated as revenue — loss. Risk-adjusted return on capital.employed is calculated as prof- 
it divided by market size * market share. A type I error is classifying a failed firm as non-failed, and a type П 
error is classifying a non-failed firm as failed by the respective model. For illustrative purposes, we assume the 
market size to be £100bn and the risk premium to be 0.75%. Figure 4A plots bank risk-adjusted profits and 
Figure 4B bank risk-adjusted return on capital employed both against cost of a type I error in percent. The cor- 
responding figures for Bank 4 (naive model) are always less than those for Bank 3 (proportional chance model) 
and omitted from the graphs for ease of exposition. 





Figure 4A 
Bank risk-adjusted profit v cost of type I error 


200 





~ mmn 














~~ 7а 
5 100 -. ien, 
» * 
an} * 
S `~ 
в. * 
= 50- ^... 
ы * 
© * 
B а 
Z 0 = т T To * T 
30 40 50 60". 70 ‘0 
$ * 
x 
-50 - w 
~ 
hd 
-100 - 
Cost of type I error (95) 








— Bank | (z-score) "=e Bank 2 (PBT) =“ = ' Bank 3 (Prop. Chance) 

















296 ACCOUNTING AND BUSINESS RESEARCH 









Figure 4 
Profitability analysis of using different models (continued) 


Figure 4B 
Bank risk-adjusted return on capital employed v cost of type I error 
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Table 6 
Firm failure probabilities by negative z-score quintile 


Z-score and PBT figures for all the firms in our sample are computed based on their last available full-year ac- 
counts with financial year-ends from May 1978 until April 2004. Each year, the firms are ranked on their 
z-scores based on the full-year accounts with financial year ending between May of year t-1 and April of 
year t. For the negative z-score stocks, five portfolios of equal number of stocks are formed each year. Firms 
are then tracked till delisting or publication of their next full-year accounting statements to identify those that 
failed. The z-score model classifies all firms with 2<0 as failures. Entries in the table refer exclusively to the 
—ve z-score firms in our sample. 


Negative z-score quintile (1—1) 

















Outcome (t) 5 (worst) 4 3 2 1 (best) Total firms 
Failed (%) 7.1 4.1 2.0 1.3 0.7 223 
Non-failed (%) ` 92.9 95.9 98.0 98.7 99.3 7,102 
Number of firms 1,475 1,467 1,466 1,460 1,457 7,325 


% of total failures (n = 232) 44.8 25.9 12.9 8.2 43 96.1 
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As can be seen, there is a monotononic relation- 
ship between severity of z-score and probability of 
failure in the next year which falls from 7.196 in 
the worst quintile of z-scores to 0.7% for the least 
negative quintile. Overall, the weakest 2096 of 
negative z-scores accounts for 4596 of all failures 
and the lowest two quintiles together capture over 
two thirds (71%) of all cases. A contingency table 
test of association between z-score quintile and 
failure rate is highly significant (y? = 133.0) 26 As 
such, we have clear evidence the worse the nega- 
tive z-score, the higher the probability of failure; 
the practical utility of the z-score is clearly signif- 
icantly enhanced by taking into account its magni- 
tude. 


4. Temporal stability 

Mensah (1984) points out that users of accounting- 
based models need to recognise that such models 
may require redevelopment from time to time to 
take into account changes in the economic envi- 
ronment to which they are being applied. As such, 
their performance needs to be carefully monitored 
to ensure their continuing operational utility. In 
fact, when we apply the Altman (1968) model 
originally developed using firm data from 1945 to 
1963 to non-financial US firms listed on NYSE, 
AMEX and NASDAQ between 1988 and 2003, 
we find almost half of these firms (4746) have a z- 
Score less than Altman's optimal cut-off of 2.675. 
In addition, 1946 of the firms entering Chapter 11 
during this period had z-scores greater than 
2.6752! 

Nonetheless, it is interesting to note that, in ргас- 
tice, such models can be remarkably robust and 
continue to work effectively over many years, as 
convincingly demonstrated above. Altman (1993: 
219-220) reports a 94% correct classification rate 
for his ZETA™ model for over 150 US industrial 
bankruptcies over the 17-year period to 1991, with 
20% of his firm population estimated as then hav- 


26 The area under the ROC curve when using z-score quin- 
tiles is 0.90 and the corresponding accuracy ratio (Gini coeffi- 
cient) is 0.80. The finer gradation enhances the power of the 
model since the area under the curve is significantly larger 
than when using the binary measure (z = 2.6). The details are 
omitted to save space but are available from the first author on 
request. 

27 Begley et al. (1996) report out-of-sample type I and type 
II error rates of 18.5% and 25.1% for the Altman (1968) model 
and 10.8% and 26.6% for the Ohlson (1980) model using 
small samples of bankrupt and non-bankrupt firms. 

28 Model users may wish to make a small ad hoc adjustment 
of —1.0 to the cut-off from 1997 to account for this in practical 
application. The type I error rate from 1997 to 2003 does not 
change but the average type II error rate falls from 35% to 
29%. Reducing the cut-off further to —2.0 raises the type I 
error rate to 15.5% from 11.3% while reducing type П errors 
to 24%. 

29 Beaver et al. (2005) also do not take into account differ- 
ential error misclassification costs. 
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ing ZETA™ scores below his cut-off of zero. 

In the case of the UK-based z-score model re- 
viewed in this paper, Figure 2 shows how the per- 
centage of firms with at-risk z-scores varies 
broadly in line with the state of the economy. 
However, it increases dramatically from around 
26% in 1997 to 41% by 200328 

Factors that might be driving this increase in 
negative z-score firms in the recent period include 
(1) the growth in the services sector associated with 
contraction in the number of industrial firms listed, 
(ii) the doubling in the rate of loss-making firms 
between 1997 and 2002, as demonstrated in Figure 
2, with one in four firms in 2002 making historic 
cost losses, even before amortisation of goodwill, 
(iii) increasing kurtosis in the model ratio distribu- 
tions indicating reduced homogeneity in firm fi- 
nancial structures, and (iv) increasing use of new 
financial instruments (Beaver et al., 2005). There 
are also questions about the impact of significant 
changes in accounting standards and reporting 
practices over the life of the z-score model, al- 
though as the model is applied using accounting 
data on a standardised basis, any potential impact 
of such changes is reduced. 

Begley et al. (1996) and Hillegeist et al. (2004) 
recalculate Altman’s original 1968 model updating 
his ratio coefficients on new data; however, both 
papers find that their revised models perform less 
well than the original model. The key requirement 
is to redevelop such models using ratios that meas- 
ure more appropriately the key dimensions of 
firms’ current financial profiles reflecting the 
changed nature of their financial structures, per- 
formance measures and accounting regimes. 

Although our results appear to be in contrast to 
Beaver et al. (2005), who claim their derived three 
variable financial ratio predictive model is robust 
over a 40-year period, their only true ex ante tests 
are based on a hazard model fitted to data from 
1962 to 1993 which is tested on data over the fol- 
lowing eight years. As such, the authors are only in 
a position to argue for short-term predictive abili- 
ty. Interestingly, their hazard model also performs 
significantly less well than the z-score model 
reported in this paper over a full 25-year out-of- 
sample time horizon.” 


5. Z-score models: discussion 

Z-scores, for some reason, appear to generate a lot 
of emotion and attempts to demonstrate they do 
not work (e.g. Morris, 1997). However, much of 
the concern felt about their use is based on a mis- 
understanding of what they are and what they are 
designed to do. 


5.1. What a z-score model is 
Strictly speaking, what a z-score model asks is 
‘does this firm have a financial profile more simi- 
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lar to the failed group of firms from which the 


model was developed or the solvent set?' As such, 
it is descriptive in nature. The z-score model is 
made up of a number of fairly conventional finan- 
cial ratios measuring important and distinct facets 
of a firm's financial profile, synthesised into a sin- 
gle index. The model is multivariate, as are a 
firm's set of accounts, and is doing little more than 
reflecting and condensing the information they 
provide in a succinct and clear manner. 

The z-score is primarily a readily interpretable 
communication device, using the principle that the 
whole is worth more than the sum of the parts. Its 
power comes from considering the different as- 
pects of economic information in a firm's set of ac- 
counts simultaneously, rather than one at a time, as 
with conventional ratio analysis. The technique 
quantifies the degree of corporate risk in an inde- 
pendent, unbiased and objective manner. This is 
something that is difficult to do using judgement 
alone. Clearly, to be of value, a z-score model must 
demonstrate true ex ante predictive ability. 


5.2. Lack of theory 

Z-score models are also commonly censured for 
their perceived lack of theory. For example, 
Gambling (1985: 420) entertainingly complains 
that: 


$ 


... this rather пиегезние work (z-scores) ... 
provides no theory to explain insolvency. This 
means it provides no pathology of organization- 
al disease ... Indeed, it is as if medical research 
came up with a conclusion that the cause of 
dying is death ... This profile of ratios is the cor- 
porate equivalent of ... ““We’d better send for his 
people, sister”, whether the symptoms arise 
from cancer of the liver or from gunshot 
wounds.’ 


However, once again, critics are claiming more 
for the technique than it is designed to provide. Z- 
scores are not explanatory theories of failure (or 
success) but pattern recognition devices. The tool 
is akin to the medical thermometer in indicating 
the probable presence of disease and assisting in 
tracking the progress of and recovery from such 
organisational illness. Just as no one would claim 
this simple medical instrument constitutes a scien- 
tific theory of disease, so it is only misunderstand- 
ing of purpose that elevates the z-score from its 
simple role as a measurement device of financial 
risk, to the lofty heights of a full-blown theory of 
corporate financial distress. 

Nonetheless, there are theoretical underpinnings 
to the z-score approach, although it is true more re- 
search is required in this area. For example, Scott 
(1981) develops a coherent theory of bankruptcy 
and, in particular, shows how the empirically de- 
termined formulation of the Altman et al. (1977) 


ACCOUNTING AND BUSINESS RESEARCH 


ZETA™ model and its constituent variable set fits 
the postulated theory quite well. He concludes 
(p.341) ‘Bankruptcy prediction is both empirically 
feasible and theoretically explainable’. Taffler 
(1983) also provides a theoretical explanation of 
the model described in this paper and its con- 
stituent variables drawing on the well-established 
liquid asset (working capital) reservoir model of 
the firm which is supplied by inflows and drained 
by outflows. Failure is viewed in terms of exhaus- 
tion of the liquid asset reservoir which serves as a 
cushion against variations in the different flows. 
The component ratios of the model measure differ- 
ent facets of this ‘hydraulic’ system. 

There are also sound practical reasons why this 
multivariate technique werks in practice. These re- 
late to (i) the choice of financial ratios by the 
methodology which are less amenable to window 
dressing by virtue of their construction, (ii) the 
multivariate nature of the model capitalising on the 
swings and roundabouts of double entry, so manip- 
ulation in one area of the accounts has a counter- 
balancing impact elsewhere in the model, and (iii) 
generally the empirical nature of its development. 
Essentially, potential insolvency is difficult to hide 
when such ‘holistic’ statistical methods are ap- 
plied. 


6. Concluding reflections 

This study describes a widely-used UK-based z- 
score model including publication of its ratio coef- 
ficients for the first time and explores its track 
record over the 25-year period since it was devel- 
oped. We believe this is the first study to conduct 
valid tests of the true predictive ability of such 
models explicitly. The paper demonstrates that the 
z-score model described, which was developed in 
1977, has true failure prediction ability and typi- 
fies a far more profitable modelling framework for 
banks than alternative, simpler approaches. Such 
2-5соге models, if carefully developed and tested, 
continue to have significant value for financial 
statement users concerned about corporate credit 
risk and firm financial health. They also demon- 
strate the predictive ability of the underlying finan- 
cial ratios when correctly read in a holistic way. 
The value of adopting a formal multivariate ap- 
proach, in contrast to ad hoc conventional one-at- 
a-time financial ratio calculation in financial 
analysis, is evident. 

Z-score models, despite their long history and 
continuing extensive use by practitioners and re- 
searchers, still generate much heat among academ- 
ics, who sometimes appear to be less concerned 
about practical relevance than elegant economic 
theory. The widespread theoretical arguments in 
favour of market based option pricing models (e.g. 
Kealhofer, 2003; Vassalou and Xing, 2004), such 
as those provided commercially by Moody's KMV 
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(see Saunders and Allen, 2002: 46-64 for more de- 
tails) are illustrative of this, despite there being no 
evidence of their superior performance in the 
bankruptcy prediction task compared with the sim- 
ple z-score approach (see e.g. Hillegeist et al., 
2004; Reisz and Perlich, 2004; Agarwal and 
Taffler, 2007). Researchers and practitioners are 
advised to subject all such modelling approaches 
first to thorough empirical testing as in this paper. 

A final point relates to the continued misunder- 
standing of the specific nature of z-score models 
which can only be appropriately applied to the 
population of firms from which they were devel- 
oped. As such, it is totally wrong and potentially 
dangerous to seek to apply the very accessible 
Altman (1968) US model in market environments 
such as the UK. It would be similarly inappropri- 
ate to draw any inferences from seeking to apply 
the listed firm z-score model described in this 
paper to UK privately-owned firms which have 
very different financial characteristics. Separate 
models need to be developed for analysing the fi- 
nancial health of unlisted firms. Falkenstein et al. 
(2000) show that the distributional properties of 
listed and private firm ratios are significantly dif- 
ferent and conclude (p.46): 


‘A model fit using public data will deviate sys- 
tematically and adversely from a model fit using 
private data, as applied to private firms.’ 


In addition, seeking to update the coefficients of 
such models using recent data is unlikely to im- 
prove their classificatory ability as any redevel- 
oped z-score model component ratios need to 
reflect the current key dimensions of firm financial 
profiles, and ratio set and coefficient estimates 
need to be jointly determined. If such models start 
to show signs of age, albeit their longevity as 
demonstrated empirically in this paper can be im- 
pressive, then completely new z-score models 
should be developed unconstrained by prior model 
ratios. 
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The effect of large audit firm mergers on 
audit pricing in the UK 


Kevin P. McMeeking, Ken V. Peasnell and Peter Е. Pope* 


Abstract— This paper examines the effects on UK audit market concentration and pricing of mergers between the 
large audit firms and the demise of Andersen. Based on data over the period 1985-2002, it appears that mergers 
contributed to a rise in concentration ratios to levels that suggest concern about the potential for monopoly pricing. 
The high concentration ratios have not improved the level of price competition in the UK audit market. Our pooled 
models suggest that concentration ratios are associated with higher audit fees. The evidence suggests that the ef- 
fects of mergers between big firms on brand name fee premium and on price competition vary depending on the 
particular circumstances. The brand name premium is strongest for the largest quartile of companies prior to the 
mergers. After the Big Six mergers, the premium increases for average-sized companies but falls for the smallest 
and largest companies. Following the PricewaterhouseCoopers merger, the premium increases for below median- 
sized clients but decreases for above-median sized clients. For the Deloitte-Andersen transaction, the premium falls 
for the smallest and Jargest companies but increases for those in the second quartile. Our results provide evidence 
that auditees are like:y to pay higher fees if their auditor merges with a larger counterpart. We attribute merger-re- 
lated fee hikes to product differentiation, rather than anti-competitive pricing. 
Key words: concentration, mergers, pricing, oligopoly, choice 


1. Introduction 

А large number of audit firms have combined in 
the UK since the 1980s. Table 1 shows that the 
various mergers and the demise of Andersen have 
reduced the number of first-tier accounting firms 
(hereafter Big Firms) from eight in 1985 to four in 
2002. Industrial economists use the structure-con- 
duct-performance paradigm to urge regulators to 
be wary of reductions in the number of suppliers. 
Interesting research questions raised by this para- 
digm are how and to what extent have the structure 
of the audit market and the pricing policies of the 
major accounting firms been affected by the merg- 
ers and Andersen transaction? We examine audit 
pricing in the context of the industry restructuring 
that occurred during the 1980—2003 period as a re- 
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sult of mergers between large audit firms and the 
disappearance of Andersen (hereinafter referred to 
as the “Andersen transaction’). 

This study contributes to the literature by inves- 
tigating the effect of structural changes in the mar- 
ket for audit services on concentration and the 
pricing of the audits of UK listed companies. The 
UK provides an interesting empirical setting for a 
number of reasons. UK companies have long ге- 
ported audit fee information in their annual finan- 
cial statements (Companies Act 1967), making it 
possible to carry out a longitudinal study that is not 
yet possible in the US.! Furthermore, the London 
market is one of the world’s largest, making it eas- 
ier to test theories of audit pricing than in small 
markets like Hong Kong. We have exploited these 
institutional features to conduct a more compre- 
hensive study over a longer time frame than in the 
prior literature. 

We find that the largest increases in concentra- 
tion ratios coincided with Big Firm mergers in 
1989, 1990 and 1997. By 2002, concentration ra- 
tios reached levels that are consistent with a mar- 
ket structure of just over four equal sized firms, 
exceeding levels normally associated with a tight 
oligopoly. These structural changes appear to have 
had a variable effect on audit fees. There is some 


1 US firms have only been required to disclose the fees paid 
to auditors in statements filed on or after 5 February 2001 
(Securities and Exchange Commission, 2000). Researchers 
using US data have therefore had to focus on measures like the 
number of audits, clients’ turnover or clients’ asset values as 
the measurement base because of the lack of available audit 
fee data (Moizer and Turley, 1989: 42). 
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evidence to suggest that the high concentration ra- 
tios have reduced the level of price competition, an 
effect that may be attributed to product differenti- 
ation. The ability of large audit firms to charge a 
brand premium might be a function of willingness 
to pay. This might be expected to be stronger for 
larger clients, and this is what we observe in the 
1985-1988 period before the mergers. However, 
the pattern is more complex in the later part of our 
sample period. Our findings indicate that the brand 
name premium increased for average-sized com- 
panies (i.e. those in the second and third size quar- 
tiles) after the Big Six mergers but fell for the 
smallest and the largest companies. Following the 
PricewaterhouseCoopers merger, the brand name 
premium increased (decreased) for clients whose 


2 The UK combination between Arthur Young and Ernst and 
Whinney on 1 September 1989 was officially a merger but 
was seen by some writers as a takeover by Ernst and Whinney 
because several of the previously high-ranking Arthur Young 
partners left the following year. This anecdotal evidence sug- 
gests that Ernst and Whinney had a stronger brand name rep- 
utation than Arthur Young (supporting the evidence of the fee 
regressions). 

3 The Deloitte case provides an exclusive opportunity to ex- 
amine the effects of brand name. In July 1989, the US partners 
of Deloitte Haskins & Sells and those of Touche Ross suggest- 


ed a merger. Deloitte in the UK and Haskins & Sells іп the 0$ . 


had very different attitudes to this proposal. The US Deloitte 
partners overwhelming voted to proceed with the merger 
whereas the UK Deloitte partners chose to merge with 
Coopers and Lybrand with the official fusion to Coopers and 
Lybrand Deloitte taking place on 29 April 1990. The potential 
for confusion caused by two firms signing off as Deloitte was 
eased on 1 June 1992 when Coopers and Lybrand Deloitte 
dropped the name Deloitte, becoming Coopers and Lybrand. 
Coopers allowed Touche Ross to acquire the name Deloitte in 
1996 to form Deloitte and Touche (Moizer, 2005: 4). 
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Table 1 

' History of mergers and other transactions involving first-tier accounting firms since 1984 
Date Country Attempted merger D-A transaction Failure/Success 
1984 US and UK PW and DH Failure 
1986 US and UK PM and KMG Success 
1989 US and UK EW and AY Success 
1989 US and UK PW and AA Failure 
1989 US DH and TR Success 
1989 UK DH and TR Failure 
1990 UK DH and CL Success 
1990 UK TR and SP Mainly success 
1994 US and UK AA and BH Mixed 
1997 US and UK CL and PW Success 
1997 US and UK EY and KPMG Failure 
2002 UK D-A Success 


Audit partnerships are named as follows: АА = Arthur Andersen; А = Andersen; AY = Arthur Young; BH = 
Binder Hamlyn; CL = Coopers and Lybrand; D = Deloitte; DH = Deloitte Haskins and Sells; EW = Ernst and 
Whinney; EY = Ernst and Young; KMG = КМС Thomson McLintock; KPMG = KPMG; PM = Peat Marwick; 
PW = Price Waterhouse; SP = Spicer and Pegler and TR = Touche Ross. 





size is below the median (above the median). The 
picture is even more complex following the 
Andersen transaction — the premium fell for the 
smallest and largest client quartiles but increased 
for those in the second quartile. We attribute these 
findings to the Big Firms engaging in a product 
differentiation strategy. Our findings using nomi- 
nal prices indicate that the 1989 merger raised the 
audit fees of Arthur Young clients relative to the 
same clients previously audited by Ernst and 
Whinney? and the 1990 merger increased the 
Coopers and Lybrand fee premium over Deloitte? 
The 1997 merger reduced the size of the nominal 
fee discount offered by Price Waterhouse relative 
to Coopers and Lybrand. Up to the end of our sam- 
ple period the 2002 transaction had no material ef- 
fect on the nominal audit fees of Deloitte and 
Andersen former clients. Using inflation adjusted 
audit fees, we find that Coopers and Lybrand and 
Ernst and Young clients paid higher real audit fees 
relative to clients of the benchmark firm (KPMG). 
On the other hand, Andersen clients paid lower 
real audit fees in the run up to being forced out of 
business. This audit firm transaction is significant- 
ly different from the others because the Enron de- 
bacle left a stigma not present in other mergers. 

The remainder of this paper is organised as fol- 
lows. The next section reviews the extant literature. 
Section 3 outlines the research design. The data 
collection procedures are explained in Section 4. 
The results are presented in Section 5 and a sum- 
mary is provided in Section 6. 


2. Prior research 
Industrial economists argue that market structure 
is intrinsically linked to firm behaviour and finan- 
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cial performance (Scherer and Ross, 1990; Martin, 
1994). Scholars urge regulators to be wary of the 
pricing effects of merger-induced increases in 
market concentration (Stigler, 1968: 30; Gist and 
Michaels, 1995; 233; Romeo, 1999: 62).4 There is 
considerable evidence that audit market concentra- 
tion has increased over time in the UK (Briston 
and Kedslie, 1984; Moizer and Turley, 1989; 
Beattie and Fearnley, 1994; Pong, 1999) and in 
other countries (Zeff and Fossum, 1967; Rhode et 
al, 1974; Hermanson et al., 1987; Wolk et al., 
2001). Beattie and Fearnley (1994: 308) contend 
that, ‘auditor concentration in the UK market for 
listed audit services has now almost reached the 
limit of a tight oligopoly, which is a market struc- 
ture characterised by few rivals, stable market 
shares and medium to high entry barriers’. 
Concentration levels increased further following 
the PricewaterhouseCoopers merger and the de- 
mise of Andersen. The Sarbanes-Oxley Act 
(2002), the recommendations of the Treasury 
Committee (2002) and the Coordinating Group on 
Audit and Accounting Issues (2003) indicate the 
extent of the concerns about the audit services 
market in both the US and UK (Beattie et al., 
2003: 251). 

The extant literature on the effect of mergers on 
the economy is mixed (Francis et al., 1999). 
Consumer welfare will increase if mergers reduce 
marginal costs, create efficiencies and enhance 
product differentiation but will decrease if mergers 
enable tacit collusion over prices or if unilateral 
anticompetitive effects arise from non-tacit price 
collusion (Sullivan, 2002: 381-384). Concerns 
about the welfare implications of the 1989-1990 
mergers (Wootton et al. 1994: 58-59) were qui- 
etened by the lack of opposition from the 
Monopolies and Mergers Commission and the 
Office of Fair Trading in the UK and the 
Department of Justice in the USA, and by evi- 
dence that auditors significantly cut fees to win au- 
dits in the 1980s (Simunic, 1980; Francis and 
Simon, 1987; Simon and Francis, 1988; Pong and 
Whittington, 1994; Gregory and Collier, 1996). 
Although Pong (2004) documents а 17.5% reduc- 
tion in inflation-adjusted UK audit fees from 1991 
to 1995, there has bzen little recent work that 





4 Moizer and Turley (1989: 41) define concentration as ‘the 
extent to which a relatively small number of audit firms ac- 
count for a significant proportion of the total audit work car- 
ried out.’ 

5 Opinion surveys have yielded results consistent with this 
research. One survey by the City Research Group found that 
. 8196 of the financial executives surveyed by the City Research 
Group questioning the audit fee (Anonymous, December 
1991: 11). Another survey showed that 61% of the accountant 
respondents thought that ‘discounting audit fees was wide- 
spread' (Lea, 1991). The leaked Price Waterhouse tender that 
allegedly included a £900,000 discount was also the subject of 
press comment (Plender, 1991). 
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has addressed this issue. This lack of evidence, 
and the structural changes resulting from the 
PricewaterhouseCoopers merger and the demise of 
Andersen, have rekindled concerns about the com- 
petitiveness of the audit market (Hermanson et al., 
1987; Gist and Michaels, 1995; Pong, 1998; 
Willekens and Achmadi, 2003) and worries that 
that consumer choice will be further impaired if 
further mergers or takeovers occur (Oxera 
Consulting Limited, 2006). 

It is difficult to test the welfare effects of merg- 
ers because audit firms have traditionally been or- 
ganised as unlimited liability partnerships. This 
makes access to proprietary data on costs and prof- 
itability impossible. Researchers have tried to cir- 
cumvent this problem by examining audit fees 
before and after a combination, but the results 
have been mixed. Tai and Kwong (1997) analysed 
audit fees using Hong Kong data between 1988 
and 1991. They found that real audit fees increased 
significantly over this period. Ivancevich and 
Zardkoohi (2000) compared accounting funda- 
mentals for four US audit firms involved in the 
1989-1990 mergers against competitor firms that 
were not involved in mergers. Following the merg- 
ers, the market share and audit fees of the merged 
firms fell relative to their non-merging rivals. 
Menon and Williams (2001) examined US audit 
fees for international accounting firm clients be- 
tween 1980 and 1997. They document a signifi- 
cant positive effect on audit fees for three years 
after mergers (1991—1993), but this premium sub- 
sequently disappears. Iyer and Гуег (1996) com- 
pared the UK audit fees earned by Big Eight firms 
in 1987 with Big Six firms in 1991. Although con- 
centration levels increased over the period, there 
was no evidence of any associated significant in- 
crease in audit fees. Firth and Lau (2004) examine 
the effect of accounting firm mergers on audit fees 
using a sample of Hong Kong companies. Their 
paper investigates the effect of a merger on any 
audit fee premium that existed before the combina- 
tion. They find that the size of the premium earned 
by a brand name firm (Deloitte, Touche Tohmatsu) 
over a non-brand name firm (Kwan Wong Tan and 
Fong) fell from 55% before the merger to 34% 
shortly after the merger. In contrast, there was no 
change in the audit fee premium earned by two 
brand name firms (Price Waterhouse and Coopers 
and Lybrand) after the merger. These results sug- 
gest that pre-merger premiums of the brand name 
auditor pass to the other auditor after a merger but 
do not transfer for re-branding amongst interna- 
tional firms. 


3. Research design 

The present study contributes to this literature 
by investigating the effects of the 1989-1990’ 
Big Six mergers, the 1997 merger between Price 
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Waterhouse and Coopers and Lybrand and the 
2002 Deloitte-Andersen transaction on audit pric- 
ing in the UK. We start our analysis by estimating 
concentration ratios to assess the potential for mo- 
nopoly pricing in the audit market. Consistent with 
prior work, we define audit activity based on the 
number of audit clients each audit firm has and the 
firm’s audit fee revenue (Wootton et. al., 1994; 
Pong, 1998, 1999; Wolk et. al., 2001). We use the 
concentration ratio (CR) and Herfindahl Index 
(H)® because these are widely used by academics 
and regulators such as the US Department of 
Justice (Utton, 1970; Briston and Kedslie, 1984; 
Moizer and Turley, 1989; Beattie and Fearnley, 
1994; Pong, 1999). CR and H are descriptive sta- 
tistics that prima facie suggest whether one should 
be concerned about the potential for anti-competi- 
tive pricing in the audit market. A positive result 
leads us to investigate whether the UK audit mar- 
ket has become more monopolistic following the 
accounting firm mergers. Our analysis focuses on 
the mergers between international accounting 
firms because these combinations are fewer in 
number and are likely to have a larger impact on 
market structure and conduct than those taking 
place between smaller firms. 


3.1 Empirical questions 

The central issue is the effect of the big firm 
mergers on audit pricing, which we sum up in the 
following question: 

ЕОТ: What are the fee effects for clients of larg- 
er audit firms following mergers? 

Mergers can improve consumer welfare by cre- 
ating efficiencies or decrease consumer welfare by 
creating conditions conducive to monopoly pric- 
ing (Sullivan, 2002: 381-384). Simunic (1980) ar- 
gues that some segments of the market could be 
more competitive than others; this could have an 
impact on the effects of the mergers on audit pric- 
ing. We follow this line of thought by using the 
small client market as the competitive benchmark 
and investigating whether fees change around the 
time of the mergers. In other words, we test 
whether the mergers have enabled the brand name 
firms to pass on any cost savings associated with 
efficiencies to their clients in the form of a reduc- 
tion in the assumed audit fee premium or allowed 
the Big Firms to use their power or reputation to 
increase the audit fee premium. This empirical 
question is tested by running a quality differentia- 
tion regression across sub-samples of clients parti- 
tioned by total assets in the periods surrounding 
the combinations:’ 


LAF, = оо + B; Controls; + B, ; Brand; + £; 


(0) 


where LAF is the natural logarithm of total audit 
fees (£000); Brand, is an indicator variable set 
equal to one if the auditor is a brand name firm and 
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zero otherwise; Controls is a vector of control vari- 
ables capturing audit fee determinants identified in 
the prior literature (e.g. Francis and Simon, 1987; 
Simon and Francis, 1988; Beatty, 1993; Anderson 
and Zeghal, 1994) as follows: LTA = natural loga- 
rithm of total assets (£m); Sub = square root of the 
number of subsidiaries; Current = ratio of current 
assets to current liabilities; Loss = 1 if an operat- 
ing loss was reported in any 1 of the prior 3 years, 
0 otherwise; Quick = ratio of current assets less 
stock to current liabilities; DTA = ratio of long- 
term debt to total assets; ROI = ratio of earnings 
before interest and tax to total assets; Foreign = 
proportion of subsidiaries that are foreign opera- 
tions; YE = 1 if the accounting year end is between 
December and March inclusive, 0 otherwise; and 
2, ; is the regression residual. The control variables 
are designed to capture effort-related variation in 
audit fees (LTA), litigation risk (DTA, ROI, 
Current and Quick) and complexity (Sub, 
Foreign). 

The second issue we address concerns the ef- 
fects of a merger on audit fees charged by specific 
audit firms around the time of the merger. There is 
a considerable body of theory and evidence sug- 
gesting that the large accounting firms have differ- 
entiated themselves from smaller competitors on 
the basis of perceptions of quality and that they are 
able to attract premium fees for their investment in 
a brand name reputation (e.g. Francis and Simon, 
1987; Simon and Francis, 1988; Beatty, 1993; 


6 The CR measures the percentage of the total activity (e.g. 
number of clients or size of audit fees) that is accounted for by 
the largest firms as follows: 


п 
CR, = Y S, 

i=l 
where n is the number of large audit firms and S; is the size of 
audit firm i as a percentage of the size of the market. This 
study uses the N-firm concentration ratio (CR,) to examine the 
dominance of the eight (1985-1989), six (1990-1996), five 
(1997-1999) and four (2000-2002) largest accounting firms 
over medium and small firms. Consistent with prior studies 
(Briston and Kedslie, 1984; Moizer and Turley, 1989; Beattie 
and Fearnley, 1994; Pong, 1999), we also use the four-firm 
concentration ratio (CR4) to express the percentage of the 
total activity that is accounted for by the leading four firms in 
the market. 

One limitation of these measures is that they pay little atten- 
tion to the number and size of other firms in the market. The 
Herfindahl Index (H) provides a more comprehensive measure 
(Utton, 1970: 35-51; Moizer and Turley, 1989: 44; Pong, 
1999: 455): 


M 
Н=У.5г 
i=} 
where, M is the total number of (big and small) firms in the 
audit market and $, is the size of audit firm i as a percentage 
of the size of the entire market. 
7 The first subscript, 1, in equation (1) signifies that the re- 


gression is based on equation (1), the second subscript, i, 
refers to firm-year. 
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McMeeking et al., 2006). A possible motive for 
smaller accounting firms to merge with larger ones 
is that it is expected that the clients of the smaller 
partner will be willing to pay more because of per- 
ceptions that the quality of the service provided 
will have increased as a result of the merger. This 
is most likely to take place when the disparity in 
size is marked. However, an interesting question is 
whether it also arises when both merger parties are 
large. In such circumstances, fees may rise due to 
market forces or product differentiation or fall due 
to economies of scale and/or scope (Francis, et. al., 
1999). This leads us to our second research ques- 
tion: 

EQ2: What are the fee effects for clients of audit 
firms merging with larger audit firms? 

We test EQ2 in two ways. First, we run panel 
audit fee regressions for the sub-sample of compa- 
nies whose auditors were involved in mergers. 
Following Firth and Lau (2004), we examine audit 
pricing over three time intervals: three years be- 
fore the merger; the year of the merger, and three 
years subsequent to the merger. For the first three 
mergers, we also examine pricing over different 
event windows because the choice of appropriate 
window is not obvious, a priori. For the Deloitte- 
Andersen transaction, in 2002 we use only one 
post-transaction observation because of the lack of 
available data at the time of collection. Audit fee 
differences between the combining firms are cap- 
tured using a series of dummy variables. 

To capture audit fee variation for the Arthur 
Young and Ernst and Whinney merger in 1989, we 
restrict our sample to Arthur Young, Ernst and 
Whinney, and Ernst and Young clients. In other 
words, an auditee must have been both a post- 
merger client of Ernst and Young and also a pre- 
merger client of either Arthur Young or Ernst and 
Whinney.® Similarly, to model audit fee variation 
for the Coopers and Lybrand and Deloitte, Haskins 
and Sells 1990 merger, we restrict our sample to 
Coopers and Lybrand, Deloitte, Haskins and Sells 
and Coopers and Lybrand Deloitte clients. To be 
included in the sample, a company must have been 
both a pre-merger client of Deloitte, Haskins and 
Sells or Coopers and Lybrand and a post-merger 
client of Coopers and Lybrand Deloitte. To capture 
audit fee variation for the Price Waterhouse and 
Coopers and Lybrand 1997 merger, we restrict our 





8 We exclude clients of other auditors who switched to the 
combined Ernst and Young firm after the merger and pre- 
merger clients of either Arthur Young or Emst and Whinney 
who defected to other audit firms. A problem with this design 
is that we might observe fee cutting by the non-defecting 
clients caused by their demanding a reward for staying loyal. 
This does not, however, affect what is of primary interest in 
our study, namely, the relative changes in the fees of clients of 
the combining audit firms. As we explain later, our models es- 
timated across the full sample of audit clients circumvent the 
latter problem. 
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sample to Price Waterhouse, Coopers and Lybrand 
and PricewaterhouseCoopers clients, with sample 
firms having to be both pre- and post-merger 
clients of these firms. Finally, for the Deloitte- 
Andersen 2002 transaction, we restrict our sample 
to clients that before the transaction were audited 
by either Deloitte and Touche or Andersen and 
afterwards by the new Deloitte firm. 

Based on the research design in Firth and Lau 
(2004), we use the following generic regression 
model to test how audit prices were affected by 
merger activity: 


ТАЕ, = 055 + B; ,EWpre; + B; ;PostEY, (2) 
+ B; EYmerge; + B; „Сірге, + B; 5Роя СТО, 
+ B; ,CLDmerge, + B, ,PWpre; 
+ B; ,PostPWC; + B, PWCmerge, 
+ B; ,oDTpre; + B; Роэ, + B) ,,Dmerge; 
+ В, Controls; + £;; 


As before, LAF is the natural logarithm of total 
audit fees (£000) and includes both pre- and post- 
merger observations; EWpre, PostEY, EY merge, 
CLpre, PostCLD, CLDmerge, PWpre, PostPWC, 
PWCmerge, DTpre, PostD and Dmerge are di- 
chotomous treatment variables. EWpre is set equal 
to 1 if the observation is prior to the merger and the 
auditor is Ernst and Whinney; if the auditor prior 
to the merger is Arthur Young or the observation is 
after the merger then EWpre is 0. PostEY is set 
equal to 1 for a post-merger observation and 0 oth- 
erwise. EY merge is set equal to 1 for a post-merg- 
er observation where the client was originally 
audited by Ernst and Whinney and 0 otherwise. 
CL pre is set equal to 1 if the observation is prior to 
the merger and the auditor at that time is Coopers 
and Lybrand and 0 otherwise. PostCLD is set 
equal to 1 for a post-merger observation and 0 oth- 
erwise. CLDmerge is set equal to 1 if the observa- 
tion is after the merger and the original auditor was 
Coopers and Lybrand and zero otherwise. PWpre 
is set equal to 1 if the observation is prior to the 
merger and the auditor at that time is Price 
Waterhouse and 0 otherwise. PostPWC is set equal 
to 1 for a post-merger observation and 0 otherwise. 
PWCmerge is set equal to 1 if the observation is 
after the merger and the original auditor was Price 
Waterhouse and zero otherwise. DTpre is set equal 
to I if the observation is prior to the transaction 
and the auditor at that time is Deloitte and Touche 
and 0 otherwise. PostD is set equal to 1 for a post- 
transaction observation and 0 otherwise. Finally, 
Dmerge is set equal to 1 if the observation is after 
the transaction and the original auditor was 
Deloitte and Touche and zero otherwise. The first 
subscript, 2, signifies that the regression is based 
on equation (2), the second subscript, i, refers to 
firm-year, £,, is the regression residual and 
Controls is the vector of the same control variables 
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Table 2 

Definitions of the variables used in the real audit-pricing model (4) 

Variable Definition 

EWpre 1 if the observation is prior to the merger and Ernst and Whinney are the auditors and Ernst and 
Young audit the client after the merger, 0 otherwise. 

AYpre 1 if the observation is prior to the merger and Arthur Young are the auditors and Ernst and Young 
audit the client after the merger, 0 otherwise. 

EYpost 1 if the auditor prior to the merger is Ernst and Whinney, the observation is after the merger and 
Ernst and Young audit the client, 0 otherwise. 

CLpre 1 if the observation is prior to the merger and Coopers and Lybrand are the auditors and Coopers 
and Lybrand Deloitte audit the client after the merger, 0 otherwise. 

DHSpre 1 if the observation is prior to the merger and Deloitte, Haskins and Sells are the auditors and 
Coopers and Lybrand Deloitte audit the client after the merger, 0 otherwise. 

CLpost 1 if the auditor prior to the merger is Coopers and Lybrand, the observation is after the merger 
and Coopers and Lybrand Deloitte audit the client, 0 otherwise. 

PWpre 1 if the observation is prior to the merger and Price Waterhouse are the auditors and 
PricewaterhouseCoopers audit the client after the merger, 0 otherwise. 

Cpre 1 if the observation is prior to the merger and Coopers and Lybrand are the auditors and 
PricewaterhouseCoopers audit the client after the merger, 0 otherwise. 

PWCpost 1 if the auditor prior to the merger is Price Waterhouse, the observation is after the merger and 
PricewaterhouseCoopers audit the client, 0 otherwise. 

Dpre 1 if the observation is prior to the transaction and Deloitte and Touche are the auditors and 
Deloitte audit the client after the transaction, 0 otherwise. 

Apre 1 if the observation is prior to the transaction and Andersen are the auditors and Deloitte audit 
the client after the transaction, 0 otherwise. 

Dpost 1 if the auditor prior to the transaction is Deloitte and Touche, the observation is after the trans- 
action and Deloitte audits the client, 0 otherwise. 

NBF 1 if anon brand-name firm audits the client, 0 otherwise. 


| 





as specified for model 1. 

The logic underlying this research design is as 
follows. A positive B, , coefficient captures any pre- 
mium that Ernst and Whinney earned over Arthur 
Young prior to the merger. A positive В, coeffi- 
cient indicates the increase in fees experienced by 
Arthur Young clients following the merger and В, 
+B, is the corresponding increase for Ernst and 
Whinney clients. Thus a positive B,, coefficient 
captures the additional post-merger premium paid 
by clients originally audited by Ernst and Whinney. 
Similarly, a positive B,, coefficient captures any 
premium that Coopers and Lybrand earned prior to 
the merger, a positive В, ; coefficient estimates the 
post-merger premium paid by continuing Deloitte, 
Haskins and Sells clients and a positive B, coeffi- 
cient measures any incremental post-merger premi- 
um of the Coopers and Lybrand clients. B,, 
captures any premium that Price Waterhouse earned 

‘prior to the merger, В»; the post-merger premium 
paid by continuing Coopers and Lybrand clients 


апа B,, any incremental post-merger premium of 
the Price Waterhouse clients. В, о captures any 
premium. that Deloitte and Touche earned prior to 
the transaction, B; ;, the post-transaction premium 
paid by continuing Andersen clients and В, ,; any 
incremental post-transaction premium of the 
Deloitte and Touche clients. 

One limitation of the Firth and Lau (2004) 
methodology is that merger-induced audit fee 
changes cannot be distinguished from fee varia- 
tions across the entire audit market. We circumvent 
this problem by investigating audit pricing for the 
clients of the firms involved in the four mergers 
and those that were excluded from merger activity. 
We do this by running a pooled model that contains 
the previous control variables, a non-brand name 
firm dummy and dichotomous variables indicating 
whether the observations relate to a firm that was 
involved in the mergers. The advantages of this de- 
sign is that it controls for omitted factors that might 
confound the results and allows one to see how any 
merger-related premium varies vis-à-vis the firm 
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that was not involved in merger activity with one of 
its international counterparts (KPMG). One prob- 
lem with running a pooled estimation across the ex- 
tended (1985-2002) time frame is that audit fees 
may increase significantly due to the effects of gen- 
eral price inflation. Following Pong (2004), we ac- 
count for inflationary driven audit fee changes 
using measures of the retail price index to adjust 
the nominal audit fees into real audit fees based on 
the month of the company’s financial year-end. 
Differences in real audit fees are captured using the 
following model: 


LRAF; = 039 + B4, EWpre; + Ву „АҮрге, 
+ D, EYpost; + В, ,CLpre; + B45DHSpre; 
+ В; <CLDpost, + B, ,PWpre 
+ Bs gCpre; + В, .PWCpost, 
+ Bs Ёрге, + Bs Apre; + В ,;DPost; 
+ В, 13 NBF + B, Controls; + ©з 


(3) 


LRAF is the natural logarithm of real (inflation 
adjusted) audit fees (£000) and other variables are 
as defined before (see Table 2). 


4. Data collection 
The data were taken from a population of 1,596 
UK companies listed on both the London Stock 
Exchange and the Standard and Poor’s Global 
Vantage database. Our final sample consists of a 
wide range of clients that reported data on the 
Global Vantage, Thomson Analytics Worldscope 
Datastream International, Extel Company Research 
databases and the International Stock Exchange 
Yearbook. Data on total assets, debt, earnings be- 
fore interest and tax, financial year-end, quick 
ratio, current ratio, operating profit and industry 
listing code data were collected for the period 
1985—2002 from the Global Vantage and Thomson 
Analytics Worldscope databases. Audit data were 
collated from the Datastream International, Extel 
Company Research and Thomson Analytics 
Worldscope databases. Subsidiary and auditor 
identity data were hand collected from hard copies 
of the International Stock Exchange Yearbook and 
published annual reports. We eliminated financial 
firms from the analysis because of lack of compa- 
rability with non-financial firms’ financial state- 
ments and because the cost structure of audits in 
financial firms differs significantly from those of 
industrials. Extreme observations in the top and 
bottom percentiles of total assets, total debt, oper- 
ating profit, pre-tax profits, earnings before inter- 
est and tax and audit fees were eliminated from the 
sample.? The final sample comprises 7,255 firm- 
year observations covering the period 1985-2002. 
Consistent with other studies, the models in- 
clude logarithmic or square root transformations 
of the value of audit fees, total assets and sub- 


307 


sidiaries variables, as appropriate. This mitigates 
the possibility that large auditees will dominate the 
results. Table 3 presents descriptive statistics and 
shows how these transformation procedures ге- 
duced the extent of skewness in the distribution of 
the assets, debt and earnings variables. 
Untabulated Pearson correlation coefficients are 
mostly insignificant. In relation to the explanatory 
variables, the correlation coefficients between 
Current and Quick (0.69) and between LTA and 
Sub (0.59) are the only ones of any magnitude. 
However, untabulated variance inflation factors 
were alt lower than the conventional cut-off point 
of 10, suggesting that it is unlikely that multi- 
collinearity materially affects our findings. 


5. Results 


5.1. Descriptive statistics 

Market share estimates based on the number of 
audit clients (CR,, CR4 and H) from 1985 to 2002 
are reported in Table 4. Between 1985 and 2002, 
CR, increased from 65% to 83%, СКА from 45% 
to 80% and H from 13% to 22% based on the num- 
ber of audit clients. Using the audit fee as a meas- 
urement basis, CR, increased from 7796 to 95%, 
CR4 from 59% to 88% and H from 1396 to 23% 
over the same period. 

As a basis of comparison, the Herfindahl find- 
ings for 2002 are equivalent to a market of just 
over four firms of equal size and are even larger 
than the levels identified in the prior UK literature 
(9.6%, Moizer and Turley, 1989: 45; 16.97%, 
Pong, 1999: 472) as signifying a tight oligopolistic 
market structure. Concentration ratios increased 
rapidly around the time of the Big Firm mergers 
and reached levels in 2002 that suggest that that 
the potential for price collusion is high. 
Unreported auditor market shares across four 
quartiles defined by client size indicate that con- 
centration is an increasing function of client size. 
The high and increasing levels of concentration 
based on numbers of audit clients and on fee rev- 
enues suggest that that the potential for price col- 
lusion is particularly high in the largest client 
segment. The issue we turn to next is the impact 
this industry consolidation had on the relative 
rankings of audit firms. 

Rankings of the audit firms based on estimated 





? However, the key results are not materially different re- 
gardless of whether the extreme observations are Winsorised 
or included in the sample. 

10 We use the Parker (1991) methodology to compare the 
observed concentration ratios with their corresponding critical 
concentration ratios. Consistent with Willekens апд Achmadi 
(2003: 441), we compute the 545 critical levels to determine 
whether the market is significantly concentrated. We find that 
statistically significant concentration ratios are observed for 
CR, in 1988 and from 1992-1998 and for CR4 in 1985, 1986, 
1988 and 1999—2000. 
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Table 5 
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Audit firm rankings based on UK fees relating to the audit 
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The table shows the rankings of the large accounting firms based on the fees relating to the audit from 1985 to 
2002. Firms are defined using their UK names in the year in question. 
AA: Andersen (including its previous depiction of Arthur Andersen). 


EW: Ernst and Whinney. 
AY: Arthur Young. 


EY: Ernst and Young (created by the merger of Arthur Young and Ernst and Whinney). 


CL: Coopers and Lybrand. 
DHS: Deloitte Haskins and Sells. 


CLD: Coopers and Lybrand (created by the merger of Coopers and Lybrand with Deloitte Haskins and Sells). 
KPMG: KPMG (including its previous depictions such as Peat Marwick). 


PW: Price Waterhouse. 


PWC: PricewaterhouseCoopers (created by the merger of Price Waterhouse with Cocpers and Lybrand). 


TR: Touche Ross. 


D: Deloitte (created when the majority of Andersen’s clients were subsumed into the firm Deloitte and Touche). 





market share of audit fees are reported in Table 5. 
The leading four firms in 1985 were Peat Marwick, 
Deloitte Haskins and Sells, Price Waterhouse and 
Touche Ross. Consistent with Moizer (2005), we 
find that Deloitte Haskins and Sells and Ernst and 
Whinney had larger market shares than Coopers 
and Lybrand and Arthur Young respectively in 
1987 and the Big Six mergers increased the market 
share of the merging firms to produce a new top 
four of KPMG, Coopers and Lybrand, Price 
Waterhouse and Ernst and Young. A substantial in- 
crease in market share of PricewaterhouseCoopers 
following the 1997 merger helped that firm to be- 
come the leading audit firm. The Andersen transac- 
tion resulted in a revised top four comprising 
PricewaterhouseCoopers, KPMG, Deloitte and 
Ernst and Young. 


5.2 Monopolistic or competitive pricing 
We now turn our attention to the effect industry 
restructuring had on the pricing of audit services. 





The mean parameter estimates and t-statistics 
taken from the cross-section regressions are docu- 
mented in the following tables for the areas of in- 
terest. The t-statistics are estimated using the 


. White (1980) procedure because there is some ev- 


idence of heteroskedasticity. We show in bold type 
the coefficients that are significant at the 5% level 
or better. In all of the regressions, the models are 
significant at the р<0.01 level, exhibit strong ex- 
planatory power (В? generally around 70%), and 
the control variables possess the anticipated signs 
and are significant at the p«0.05 level (except Loss 
and ROI, which are sometimes insignificant). 
Since concentration levels appear to have 
reached record levels by the end of the sample pe- 
riod, we investigate whether the mergers resulted 
in the Big Firms charging higher audit fees than 
their smaller counterparts and if so whether this is 
due to product differentiation or monopolistic pric- 
ing. Evidence that the audit firms were charging 
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premium fees in a saturated market segment would 
be of interest to regulators, because this might be a 
sign of anti-competitive pricing policies. We first 
address this possibility by running model 1 across 
sub-samples partitioned across the quartile values 
of the size of the client for the years of the Big 
Firm mergers and each of the sub-periods where 
there were eight, six, five and four dominant ac- 
counting firms. The results of these estimations are 
presented in Table 6. 

The brand name premium is statistically signifi- 
cant in 1985-1988 for most partitions and bigger 
for the two largest audit client quartiles, consistent 
with larger clients being willing to pay more for 
auditor reputation in this period. This pattern 
breaks down following the mergers in subsequent 
periods. The brand name premium is statistically 
Significant for clients in the smallest quartile (the 
competitive benchmark) in 1985-1989 (17.4%) 
1991-1996 (8.8%) and 1998—2001 (29.7%). The 
brand name premium is insignificant for clients in 
the smallest quartile in 1989-1990 and 1997 and is 
significant and negative in 2002 (consistent with a 
highly competitive market). Similarly, for compa- 
nies in the second largest quartile, significant 
brand name returns are observed іп 1985—1988 
(11.5%), 1989-1990 (23.0%), 1991-1996 
(22.2%), 1998—2001 (39.8%) and 2002 (87.8%). 
Significant brand name returns are observed for 
the subsample of companies in the third largest 
quartile in 1985-1988 (20.8%) and 1991-1996 
(25.8%). For the largest quartile of companies, the 
brand name premium is statistically significant for 
1985-1988 (37.1%) and 1991-1996 (32.6%). The 
Statistically significant negative coefficients on 
Brand indicate that the audit fees paid to the Big 
Firms by the largest quartile of clients were signif- 
icantly lower than those paid to their smaller coun- 
terparts in 1998-2001 (37.3%) and 2002 (53.6%). 

If audit firms were engaging in anti-competitive 
pricing strategies, we would expect to see the 
strongest growth in brand name premia following 
mergers amongst client groups most willing to pay 
for reputation. Our mixed results in relation to 
client size suggest that willingness to pay a brand 
premium is not an increasing function of client 
size. Our findings indicate that subsequent to the 
Big Six mergers, the brand name premium increas- 
es for mid-sized clients (1.е. those in the second 
and third size quartiles) but falls in the quartiles 
containing the smallest (competitive benchmark) 
and largest companies. The brand name premium 
also increases for clients of below median size and 
falls for above-average sized clients following the 
PricewaterhouseCoopers merger. The picture is 
even more complex following the Deloitte- 
Andersen transaction, where the premium falls for 
the smallest and largest client quartiles but increas- 
es for those in the second quartile. Following the 
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combinations, ће brand name premium increases 
for companies in the second quartile but is volatile 
for all other quartiles. This pattern of results ap- 
pears to be more consistent with the explanation 
that audit firms engage in product differentiation 
rather than anti-competitive pricing strategies. In 
other words, price increases occurred only where 
the mergers enabled the Big Firms to create new 
products or services that were more appealing to 
particular segments of the audit market. Our re- 
sults suggest that such market segmentation is only 
loosely related to the size of the client. 


5.3 The effect of mergers on audit fees 

The results obtained by estimating equation (2) 
for the restricted sample of audit clients of firms 
involved in mergers three years before, the year of 
and three years!! subsequent to the combinations 
are documented in Table 7. These regressions are 
all significant at p<0.01, have strong explanatory 
power (R? of 81%-85%) and the control variables 
exhibit the expected signs. The results reported in 
the third column of Table 7 are estimated using the 
sub-sample of 350 client-year observations relat- 
ing to audits conducted by either Arthur Young or 
Ernst and Whinney before the merger, and by the 
new Ernst and Young firm after the merger. The 
coefficient of 0.148 on PostEY is positive and sig- 
nificant (p«0.05), consistent with Arthur Young 
clients paying a fee increase of the order of 16% 
after the merger. EYmerge is negative but insignif- 
icant, suggesting little or no change in the audit 
fees of former Ernst and Whinney clients after the 
merger. EWpre is positive but not statistically sig- 
nificant, suggesting no systematic difference in 
audit fees paid by Ernst and Whinney clients from 
those paid by the clients of Arthur Young prior to 
the merger. These findings suggest that the merger 
eliminated the audit fee premium of Ernst and 
Whinney over Arthur Young. The results are con- 
sistent with Baskerville and Hay's (2006) argu- 
ment that the combination was effectively a 
takeover by the larger firm (Ernst and Whinney in 
the UK), and with the proposition that the merger 
improved the reputation of Arthur Young based on 
the rankings reported in Table 5 and in Moizer 
(2005). 

The results reported in the fourth column of 
Table 7 are estimated using the sub-sample of 532 
client-year observations relating to audits conduct- 
ed by Coopers and Lybrand or Deloitte, Haskins 
and Sells before the merger, and by the new 
Coopers and Lybrand Deloitte firm after the merg- 
er. The coefficient on CLpre is not statistically sig- 
nificant, a finding consistent with Cooper and 
Lybrand clients and Deloitte, Haskins and Sells 








И One year for the Deloitte combination, due to a lack of 
data. 
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clients paying similar fees before the merger. The 
coefficient on PostCLD is also not statistically sig- 
nificant, implying that the clients of Deloitte, 
Haskins and Sells did not suffer a fee increase 
after the merger. However, the coefficient for 
CLDmerge is positive and significant (p<0.01) and 
converts to a 14% post-merger premium paid by 
Cooper and Lybrand clients. We interpret this as 
evidence that the brand name reputation of 
Coopers and Lybrand increased after the merger. 
. This interpretation is consistent with Table 5 and 
the Moizer (2005) rankings of Deloitte, Haskins 
and Sells and Coopers and Lybrand. 

The results documented in the fifth column 
of Table 7 are estimated using the sub-sample of 
978 client-year observations relating to audits con- 
ducted by Price Waterhouse or Coopers and 
Lybrand before the merger and by the new 
PricewaterhouseCoopers firm after the merger. 
PWpre is negative and significant at р<0.05, sug- 
gesting that Price Waterhouse clients paid less for 
audit services than clients of Coopers and Lybrand 
before the merger. The coefficient of -0.078 corre- 
sponds to a 7.896 discount. The coefficient on 
PostPWC 1$ not significant, indicating that 
Coopers and Lybrand clients did not suffer a post- 
merger fee increase. PWCmerge is not statistically 
significant, consistent with Price Waterhouse 
clients not paying more than did Coopers and 
Lybrand clients after the merger. These results sug- 
gest that the merger eliminated the significant dis- 
count offered to Price Waterhouse clients relative 
to Coopers and Lybrand clients. Consistent with 
the rankings documented in Moizer (2005) and 
Table 5, these findings suggest that the reputation 
'of Price Waterhouse increased relative to Coopers 
and Lybrand when Price Waterhouse merged with 
the larger firm. 

The results presented in the final column of 
Table 7 are estimated using a sub-sample of 117 
client-year observations relating to audits conduct- 
ed by Deloitte and Touche or Andersen before the 
transaction and by the new Deloitte firm after the 
transaction. For this combination, we modelled 
audit fees one year preceding and one year after 
the transaction because of the lack of availability 
of more recent data at the time of collection. 
Dmerge, DTpre and PostD are not significantly 
different from zero. Subject to the aforementioned 
caveat, this transaction does not seem to have had 
any material audit pricing effects. The two firms 
seem to have been on a similar footing prior to the 
transaction. The finding that the Dmerge coeffi- 
cient is also insignificant suggests that Deloitte 
and Touche's reputation did not suffer as a result 9E 
the Andersen transaction. 

Finally, the results of our OLS merger estimation 
using inflation adjusted variables for the full sam- 
ple of audit clients (model 3) are documented 
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in Table 8. This regression is highly significant 
(p«0.01), has strong explanatory power (adjusted 
R2 of 8096) and the control variables exhibit the 
expected signs. The coefficient of —0.165 for the 
NBF variable is significant at р<0.05, consistent 
with audit clients receiving а 15% discount rela- 
tive to the benchmark firm (KPMG). The coeffi- 
cient of 0.125 for the EYpost variable is 
statistically significant at p«0.05, consistent with 
Ernst and Young clients accepting a 1396 increase 
in fees after the merger vis-à-vis the benchmark 
firm. The coefficient of 0.143 for the CLpost vari- 
able is statistically significant (p«0.01), implying 
that the clients of Coopers and Lybrand accepted a 
15% fee increase after the merger. The coefficient 
of —0.108 for the Apre variable is significant at 
p«0.05, suggesting that Andersen clients paid 1095 
less for audit services than the benchmark firm. 
These results are consistent with our earlier find- 
ings of product differentiation amongst the inter- 
national accounting firms. The coefficients for the 
EWpre, AYpre, CLpre, DHSpre, PWpre, Cpre, 
PWCpost, Dpost and Dpre variables are all in- 
significant, suggesting that they paid similar audit 
fees to the benchmark firm. 


5.4. Sensitivity checks 

A series of sensitivity checks were performed to 
test the robustness of our findings. The results are 
not sensitive to the number of accounting firms 
used to measure concentration or the number of 
client size partitions created. Estimating model (1) 
across loss making and non-loss-making sub-sam- 
ples provides a means of testing the sensitivity of 
the fee discounting findings to the financial per- 
formance of clients. We also sequentially excluded ` 
firms from model 1 to test whether one or a group 
of accounting firms might drive the results. 
Untabulated results indicate that the findings are 
not sensitive to client profitability or auditor size. 
We also varied the event window for model (3) 
using data for one, two, three and four years before 
and after the mergers, but results were not materi- 
ally different. We tested the robustness of our find- 
ings to model specification by running the 
alternative estimations suggested by Firth and Lau 
(2004). Finally we ran two sets of regressions for 
the clients of merging fiuns before the mergers 
and for the same clients after the mergers. The 
general finding of these sensitivity checks is that 
our results are not materially affected by model 
specification. 


6. Summary and conclusions 

This paper contributes to the literature by investi- 
gating the relationship between market concentra- 
tion, accounting firm mergers and audit fee levels. 
We find that concentration ratios increased be- 
tween 1985 and 2002 to levels that exceed those 
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Table 7 


OLS Audit fee regression models of log fees against dummies for clients of audit firms that have 
merged over the sub-periods pre- and post- each merger 














EY merger CLD merger PwC merger A transaction 
Intercept ? -1.301 -1.529 -1.001 -1.493 
(7.70) (7.87) (7.64) (6.76) 
LTA + 0.468 0.498 0.447 0.512 
(33.93) (33.48) (39.52) (25.40) 
Sub + 0.230 . 0.214 0.218 0.187 
(18.30) (15.29) (21.30) (12.53) 
Current - —0.043 —0.226 —0.222 -0.303 
(0.93) (6.81) (8.17) (5.95) 
Quick + 0.075 0.206 0.183 0.363 
(1.46) (4.78) (5.45) (5.12) 
DTA + 0.222 0.323 0.011 |. 0093 
(1.91) (1.67) (0.11) (0.38) 
ROI - —0.094 -0.634 -0.239 -1.085 
(0.51) (2.53) (1.67) (5.60) 
Foreign + 0.192 , 0.287 0.699 0.534 
(2.28) (3.30) (10.93) (7.16) 
YE + 0.091 0.157 0.163 0.038 
(2.24) (3.38) (4.98) (0.74) 
Loss + 0.101 0.107 0.002 0.108 
(1.75) (1.65) (0.04) (1.62) 
EYmege — ? -0.08 
(1.66) 
EWpre ? 0.034 
(0.53) 
PostEY ? 0.148 
(2.47) 
CLDmerge ? 0.131 
(2.81) 
CLpre ? 0.016 
(0.16) 
PostCLD ? —0.003 
(0.04) 
-PWCmerge ? 0.013 
(0.39) 
PWpre ? —0.078 
(2.45) 
PostPWC ? —0.064 
(1.17) 
Dmerge ? 0.015 
(0.32) 
DTpre ? 0.027 
(0.52) 


PostD ? -0.02 
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Table 7 
OLS Audit fee regression models of log fees against dummies for clients of апай firms that have 
merged over the sub-periods pre- and post- each merger (continued) ` i 


EY merger CLD merger PwC merger A transaction 
N | 350 532 978 117 
F Ж. 304* 293* 533* 254* 
R? 0.85 0.83 0.81 0.84 


Model (2 EY merger): 
LAF, = 05 + By, EWpre; + В, PostEY, + ее + В, 1з Controls, + =>; 


Model (2 CLD merger): | 
ТАЕ, = 055 + B; 4 CLpre, + D, s PostCLD, + By в CLDmerge; + 8, 13 Controls, + £; , 


Model (2 PwC merger): 
LAF, = 055 + В. ; PWpre, + B5 g PostPWC, + B, o PWCmerge; + B, 1з Controls, + £;; 


Model (2 D-A transaction): 
ТАЕ, = 049 + By 19 DT pre; + В, | PostD; + В, 1, Dmerge; + B, 1з Controls; + =>; 


? significant at the 1% level. The coefficients shown in bold are significant at the 5% level. The first figure in 
each panel shows the parameter estimate and the second figure the t-statistic (two-tailed) for each variable. The 
dependent variable is the natural logarithm of the audit fee. ГТА= natural logarithm of total assets (£m); Sub 
= square root of the number of subsidiaries; Current = ratio of current assets to current liabilities; Quick = ratio 
of current assets less stock to current liabilities; РТА= ratio of long-term debt to total assets; ROI- ratio of 
-earnings before interest and tax to total assets; Foreign = proportion of subsidiaries that are foreign operations; 
YE- 1 if the fiscal year-end is between December and March inclusive, 0 otherwise; Loss = 1 if an operating 
loss was reported in any of the prior three years, 0 otherwise; 
EWpre = 1 if the observation is prior to the merger and the auditor is Ernst and Whinney, if the auditor prior 
to the merger is Arthur Young or the observation is after the merger then EWpre is 0; PostEY = 1 for a post- 
merger observation, 0 otherwise; EYmerge = 1 for a post-merger observation where the client was originally 
audited by Ernst and Whinney, 0. otherwise; CLpre = 1 if the observation is prior to the merger and the auditor 
at that time is Coopers and Lybrand, 0 otherwise; PostCLD = 1 for a post-merger observation, 0 otherwise; 
CLDmerge = 1 if the observation is after the merger and the original auditor was Coopers and Lybrand, 0 oth- 
erwise; PWpre = 1 if the observation is prior to the merger and the auditor at that time is Price Waterhouse, 0 
otherwise; PostPWC = 1 for a post-merger observation, 0 otherwise; PWCmerge = 1 if the observation is after 
the merger and the original auditor was Price Waterhouse, 0 otherwise; DTpre - 1 if the observation is prior to 
the transaction and the auditor at that time is Deloitte and Touche, 0 otherwise; PostD = 1 for a post-transac- 
tion observation, 0 otherwise; Dmerge = 1 if the observation is after the transaction and the original auditor 
was Deloitte and Touche, 0 otherwise. 





observed in the prior literature to form a tight 
oligopoly market structure. Increased levels of 
concentration seem to have reduced price compe- 
tition and our client-size-partitioned results sug- 
gest that this is due to product differentiation 
rather than anti-competitive pricing. The reduction 
in the number of top-tier audit firms has undoubt- 
edly reduced auditee choice and increased the po- 
tential for conflicts of interest. The international 
firms have shown little signs of a willingness to 
de-merge their audit activities and many multina- 
tional companies do not see the mid-tier firms as a 
viable auditor because of their limited resources. 
We believe that regulators should carefully consid- 
er what they would do in the event that one of the 


Big Firms failed and a large corporation was 
forced to retain an audit firm because of the lack of 
available alternatives. 

We also examine whether audit fee premiums or 
discounts are offered by international audit firms 
over their rivals and whether the pre-merger fee 
premiums of the stronger brand name auditor 
spread to the other auditor after a combination. 
Our results indicate that there are differences both 
within individual firms and across different firms 
in the pre- and post-merger levels of real and nom- 
inal audit fees. Looking first at nominal audit fees, 
we find that the Coopers and Lybrand Deloitte 
merger increased the audit fee premium of 
Coopers and Lybrand over the clients formerly 
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Table 8 DS 
OLS Audit fee regression models of lóg real audit fees against audit-time identity dummies for all 
clients over the period 1985-2002 `~. 





coefficient t-statistics 

Intercept qa -1.286 (17.37) 
EWpre 25s -0.019 (0.23) 
AYpre TES. —0.038 (0.44) 
EYpost qo Ue 0.125 (2.06) 
CLpre qo —0.099 (1.14) 
ОН$рге ? 0.039 (0.45) 
CLpost ? 0.143 (2.74) 
PWpre ? 0.057 (1.87) 
Cpre ? 0.064 (1.70) 
PWCpost ? 0.02 (0.68) 
Dpre ? -0.057 (1.66) 
Apre :? 0.108 (227) 
Dpost ? -0.007 (0.22) 
NBF - -0.165 (7.31) 
N 7255 
F 8162 
В? 0.805 
Моде] 3: 

LRAF, = 045 + B, ,EWpre; + B, ,AYpre, + B;,EYpost, + Bs „Сір, + Ba ;DHSpre; + Bs ,CLpost; 


+ B,;PWpre + ВззСрге; + D,9PWCpost, + В; „Ррге, + В, „Арг; + В, ррозѕі, + Bs ,NBF; 
+ В, Controls; + ©з 


а significant at the 1% level. The coefficients shown in bold are significant at the 5% level. The first figure in 
each panel shows the parameter estimate and the second figure the t-statistic (two-tailed) for each variable. The 
dependent variable is the natural logarithm of the inflation adjusted (real) audit fee. 

EWpre takes the value of 1 if the observation is prior to the merger and Emst-and Whinney are the auditors and 
Ernst and Young audit the client after the merger. AYpre takes the value of 1 if the observation is prior to the 
merger and Arthur Young are the auditors and Ernst and Young audit the client after the merger. EYpost takes 
the value of 1 if the auditor prior to the merger is Ernst and Whinney and Ernst and Young audit the client after 
the merger. CLpre takes the value of 1 if the observation is prior to the merger and Coopers and Lybrand are 
the auditors and Coopers and Lybrand Deloitte audit the client after the merger. DHSpre takes the value of 1 if 
the observation is prior to the merger and Deloitte, Haskins and Sells are the auditors and Coopers and Lybrand 
Deloitte audit the client after the merger. CLpost takes the value of 1 if the auditor prior to the merger is Coopers 
and Lybrand and Coopers and Lybrand Deloitte audit the client after the merger. PWpre takes the value of 1 if 
the observation is prior to the merger and Price Waterhouse are the auditors and PricewaterhouseCoopers audit 
the client after the merger. Cpre takes the value of 1 if the observation is prior to the merger and Coopers and 
Lybrand are the auditors and PricewaterhouseCoopers audit the client after the merger. PWCpost takes the 
value of 1 if the auditor prior to the merger is Price Waterhouse and PricewaterhouseCoopers audit the client 
after the merger. Dpre takes the value of 1 if the observation is prior to the transaction and Deloitte and Touche 
are the auditors and Deloitte audit the client after the transaction. Apre takes the value of | if the observation 
is prior to the transaction and Andersen are the auditors and Deloitte audit the client after the transaction. Dpost 
takes the value of 1 if the auditor prior to the transaction is Deloitte and Touche and Deloitte now audits the 
client. NBF takes the value of 1 if a non brand-name firm audits the client. 





audited by Deloitte. The Ernst and Young merger 
significantly increased the audit fees of former 
Arthur Young clients relative to those of Ernst and 
Whinney. The PricewaterhouseCoopers merger 
eliminated the discount offered by Price Waterhouse 
relative to Coopers and Lybrand clients. Finally, the 
Andersen transaction seems to have had no materi- 
al effect to date. These results are consistent with 


the proposition that the brand name reputation of 
the smaller firms improved following the mergers 
with their larger counterparts. Finally, looking at 
real audit fees, we find that the Coopers and 
Lybrand Deloitte, Ernst and Young mergers and the 
Andersen transaction increased the audit fee premi- 
ums of Coopers and Lybrand and Ernst and Young 
and reduced the reputation problem associated with 
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Andersen relative to clients audited by the bench- 
mark firm that was not involved in merger activity 
(KPMG). 

The study is subject to a number of limitations. 
In particular, caution should be exercised in as- 
suming that these results can be generalised to 
apply to other countries and time periods because 
of differences in the structure of the markets and 
changes in the economic climate. Additionally, the 
paper might underestimate the extent of price-cut- 
ting because the auditor change variables are not 
able to distinguish more subtle market pressures. 
For example, auditor switch dummies will not 
identify cases where the incumbent auditor is reap- 
pointed in the tender process and any reductions 
will show as a fee cut by the incumbent auditor. 
Auditor switch dummies also cannot distinguish 
between efficiency gains, discounts from a normal 
fee and clients responding to excessively high fees 
by choosing to switch. Similarly, any fee reduc- 
tions by the incumbent auditor resulting from pres- 
sure from the client, such as a threat to offer for 
tender, will not be identified. Furthermore, one is 
unable to generalise the results to all accounting 
firm mergers. We chose to focus on the pricing ef- 
fects of mergers between the international ac- 
counting firms because they are likely to have a 
greater impact on concentration ratios and audit 
fees than mergers between small- and medium- 
sized firms due to their greater size and effect on 
market share. One downside with this is that the 
identity of the firm with the superior reputation is 
not obvious because the audit firms concerned are 
similar in size and level of expertise. Finally, due 
to the lack of available data, we are unable to in- 
vestigate the effect of mergers on auditors’ charge- 
out rates and costs. It is therefore impossible to 
ascertain whether the premium fees are distributed 
to partners, recognised in remunerating the em- 
ployees of the firm or used to cover additional un- 
foreseen costs. 
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Book Reviews 


Profitability, Accounting Theory and 
Methodology: The Selected Essays of Geoffrey 
Whittington. Geoffrey Whittington. Routledge, 
2007. xi + 464pp. ISBN 0 415 37644 0. £85. 


Few accounting academics have been honoured 
with a collection of their published works, and 
with this volume Geoff Whittington joins a distin- 
guished company. The collection reproduces 22 
papers and lectures (out of a list of some 130 pub- 
lications) covering the full range of Whittington’s 
contribution to the accounting and economics lit- 
eratures. Whittington himself spent the formative 
years of his academic career as an economist at 
Cambridge working on the analysis of the ac- 
counts of UK listed companies, and the collection 
includes four papers based on this work. The basic 
question is, ‘what do the figures in company ac- 
counts tell us about the relationship between vari- 
ables such as profitability (and its components 
such as profit margin and asset turnover) and cor- 
porate growth?’ Although the precise results are of 
only historical interest now, the papers raise issues 
of how useful published accounting numbers are 
for macroeconomic analysis. Whittington hints at 
a concern that the dominant historical cost model 


of financial reporting (made more complex by the. 


haphazard approach of British companies to asset 
revaluation) was leading to corporate accounting 
numbers of diminishing value, particularly as the 
rate of inflation began to increase in the 1960s. 
Nonetheless, his research at this time is evidence 
of a belief that the financial statements of listed 
companies could be of value to users beyond the 
stock. market. 

To appreciate what accounting numbers are try- 
ing to tell us about what is going on inside a com- 
pany, we need to understand how good particular 
numbers are as representations of key phenomena. 
Several papers in the collection explore the rele- 
vance of accounting rate of return as a measure of 
business performance, particularly its relationship 
to measures considered by economists to be more 
conceptually sound, such as internal rate of return. 
The ‘academic disdain’ that allegedly exists be- 
tween economists and accountants did not apply 
here, with an active debate involving both groups 
in an examination of how the reporting of account- 
ing profitability could best be aligned with econo- 
mists’ measures of firm performance. Given the 
widespread use of accounting ratios in compar- 
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isons and rankings of organisations, as well as in 
much empirical accounting research, knowledge 
of how ratios behave in a statistical sense is impor- 
tant. For example, when a researcher divides a 
variable by some measure of size, is this because 
the ratio itself is considered meaningful as an inde- 
pendent variable, or is it merely to deflate the vari- 
able to improve the analysis in a statistical sense 
(by reducing the effect of technical factors such as 
outliers and heteroskedasticity)? Moreover, which 
‘size’ measure should be used? Working with 
Mark Tippett, Whittington explored how the two 
components of a ratio might relate to, and respond 
to, changes in each other (technically, the ‘co-inte- 
gration’ of the variables). Users of a time series of 
asset turnover ratios, for example, would need to 
be conscious that the sales figure in later periods 
could be affected by investments in assets in earli- 
er periods, made with the intention of affecting the 
future level of sales. 

When Whittington became an accounting 
professor, the problem of showing the effects of 
inflation in corporate financial statements was 
emerging as a central issue for accounting theorists 
and practitioners. The three pieces selected to rep- 
resent Whittington’s contribution date from the 
1980s and 1990s, and include his 1981 lecture 
‘Inflation accounting: all the answers’. A weakness 
of inflation accounting in the 1970s was its tenden- 
cy to become over-technical, as complex calcula- 
tions of poorly explained adjustments crowded out 
simple understandings of principles. It is a shame 
that Whittington’s lecture did not appear 10 years 
earlier, when it could have provided a firm ground- 
ing for those who were to become enmeshed in the 
complexity of inflation accounting. In the UK, in- 
flation accounting developed largely in ignorance 
of the continental European literature, where many 
of the issues had been debated and calculative 
techniques experimented with decades earlier. 
Whittington bemoans this lack of awareness of 
what was happening in other countries, and stress- 
es the importance, particularly for international ac- 
counting standard setters, of knowing not just what 
happens in other countries but also the reasons for 
diversity, and of being prepared to accommodate 
diversity where this is necessary. 

From the 1970s through to the 1990s, 
Whittington had to consider the appropriateness of 
accounting numbers for different purposes first as 
a member of the Meade Committee on Direct 
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Taxation and then as a member of фе Monopolies 
and Mergers Commission. Two papers represent 
these activities. The issue of how to calculate rates 
of return re-emerges in the context of regulating 
the prices of monopoly utilities, where an impor- 
tant problem was the determination of the content 
and value of the asset base to which the rate of re- 
turn would be applied. Whittington stresses the 
need to recognise that accounting numbers are just 
part of the information set available to regulators, 
and warns against the adoption of inflexible bases 
of calculation that do not reflect the changing na- 
ture of businesses. 

For over 15 years, Whittington has been an ac- 
counting standard setter, as accounting adviser to 
and then member of the Accounting Standards 
Board (ASB), and subsequently member of the 
International Accounting Standards Board (IASB). 
The collection contains three papers (one written 
with David Tweedie) published in Accounting and 
Business Research between 1989 and 1993, which 
discuss the shortcomings of the pre-ASB system 
for setting accounting standards in the UK, set the 
agenda of central issues that the new ASB would 
address in its early years as part of the struggle 
against ‘creative’ accounting, and draw links be- 
tween financial reporting and corporate gover- 
nance. The paper with Tweedie was particularly 
prescient, as it was written before Tweedie's ap- 
pointment as the first chairman of the ASB. 
Accounting problems that had seemed to paralyse 
the old Accounting Standards Committee were set 
out clearly and possible solutions sketched out — 
solutions that were to form the basis of the early 
Financial Reporting Standards. This section of the 
collection also includes a paper (written with the 
Swedish accounting academic Per Thorell) that ex- 
amines the prospects for harmonisation of finan- 
cial reporting within the European Union, 
anticipating some of the problems that have subse- 
quently arisen in the relationship between the EU 
and the IASB. 

In this collection, the best is definitely left to 
last, as the final section contains Whittington's 
overview of financial accounting theory from 
1985, his critique of positive accounting theory 
from 1987 and his 1995 lecture ‘Is accounting be- 
coming too interesting?' reflecting on the changing 
roles of, and research into, accounting. The paper 
on financial accounting theory provides a clear 
summary of the development of different ways of 
theorising financial accounting and reporting that 
emerged during the 20th century, with a bias to- 
wards the more economics-influenced modes of 
theorising. Whittington's strong belief that ac- 
counting practice needs to be grounded in an un- 
derstanding of theory and principles rather than in 
an ad hoc set of rules comes clearly through this 
paper, which was written not just for academics 
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and students of accounting but also for practition- 
ers. His fair but trenchant comments on positive 
accounting theory give due recognition to the 
value of an economics-based approach to the ex- 
planation of accounting policy choice while warn- 
ing against the risk that positive research may 
become narrow and introverted, unprepared to 
question its fundamental assumptions and unwill- 
ing to go beyond restrictive methodologies. 

Unifying this collection of papers is a sense that 
accounting matters, not just in the conventional 
sense of providing information to investors but 
also in feeding into macroeconomic policy, taxa- 
tion, regulation, pricing and other decisions that 
can collectively be labelled *economic'. Although 
Whittington appreciates how the growth in ac- 
counting research in the last three decades has en- 
hanced the reputation of accounting academics 
and their visibility in universities, there is a sense 
that both positive and critical researchers have 
concentrated too much on explanation and under- 
standing of financial reporting, when principled 
engagement with accounting practice is needed. 
Whittington's career is full of such engagement, 
and the papers in this collection demonstrate the 
breadth and depth that an economist grounded in 
the traditions of Cambridge rather than Chicago 
can contribute to our thinking about accounting. 
Although this book appears in a series entitled 
‘Historical Perspectives in Accounting’, the prob- 
lem of how to ensure that financial accounting 
statements are fit for the range of purposes for 
which they are used will continue to challenge the- 
orists, regulators and practitioners alike. 
Whittington does not conceal the difficulties that 
face those working to improve financial reporting, 
but he holds out the twin hopes that improvement 
is possible, and that academic theorising and re- 
search can help to make accounting better. 


Royal Holloway, 
University of London Christopher Napier 
The International Accounting Standards 
Committee: A Political History. R. J. Kirsch. 
Wolters Kluwer (UK) Limited, 2006. xx and 
463pp. ISBN 978 1 84140 608 4. £50. 


Recent years have seen a number of studies of the 
International Accounting Standards Committee 
(IASC), the International Accounting Standards 
Board (IASB) and the impact of their work. 
However, relatively little has been written on the 
organisations themselves and the pressures and 
processes leading to the production of internation- 
al accounting standards. A detailed history of the 
IASC from the creation of the Accountants 
International Study Group in 1967 through to the 
end of the IASC in March 2001 is therefore to be 
welcomed. 
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This work started life as an official history man- 
aged by, and financially supported by, the IASC. 
As might therefore be expected the author, aided 
by Professor Chris Nobes, not only interviewed 
most surviving Chairs, Secretaries and Secretaries- 
General but also had access to detailed agendas, 
minutes, working papers and correspondence of 
the IASC. Having noticed the full title and read in 
the preface that the IASB decided not to proceed 
with publication after opposition from 'important 
players’ to earlier drafts the reader may be expect- 
ing to find a feast of indiscretions and tales of po- 
litical intrigue and in-fighting. Unfortunately, you 
will very largely be disappointed. There are a few 
tales of disputes and disagreements, but on the 
whole these seem trivial and the progress of the 
IASC reads essentially as a tale of an organisation 
without any serious internal conflicts. This still 
reads very much like an official history, as perhaps 
is inevitable given the range of individuals inter- 
viewed. Indeed, the biggest disappointment to me 
in reading this was that no voice is given to board, 
consultative committee or steering committee ex- 
perts, so that few alternative perspectives are of- 
fered on events that at times must have been 
fraught with disagreement and contention. 

Reading the book one is struck by just how 
much was achieved in such a short period. Not 
only were 66 exposure drafts and 41 standards pro- 
duced, 21 standards were also revised. The consti- 
tution was agreed in 1973 and rewritten three 
times, culminating in complete re-organisation and 
establishment of the IASB. Agreement on mutual 
commitment with the International Federation of 
Accountants (IFAC) was reached and endorsement 
of international standards by the International 
Organisation of Securities Commissions (IOSCO) 
was negotiated. It is on these latter events that the 
book concentrates. While many of the individual 
standards produced are discussed, the discussions 
tend to be very brief and little explanation is given 
of how or why the specific conclusions were 
reached in each case. 

This is a political history in that it recognises the 
importance of the environment in which the IASC 
operated and what Kirsch describes as an action / 
re-action / co-operation / co-option model of the 
relationships with external organisations. For ex- 
ample, Kirsch argues that the IASC did not come 
about simply because it was an idea whose time 
was due. Rather, a significant reason was probably 
a recognition by Benson that with the UK having 
joined the European Community (EC), UK ac- 
counting would be forced to become more like 
continental European accounting. An international 
organisation containing not only the major conti- 
. nental European countries of France, Germany and 
the Netherlands, but also UK, USA, Canada and 
Australia, had the potential to act as an effective 
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countervailing force. From then on many of the 
decisions made reflect the art of compromise and 
the importance of politics. However, this is essen- 
tially a history that 1$ devoid of theory. It is a 
chronological rather than thematic history and 
while it offers possible explanations for events it 
does not place these in the context of any organi- 
sational or political theory of change, unlike for 
example the albeit more limited study of Tamm- 
Hallstrom (2004). Several major and minor themes 
are identified. The reader will find them recurring 
throughout the history but, given the use of a 
chronological ordering, it is often difficult to keep 
track of the themes and subjects and the often quite 
detailed and complex play of multiple factors. 
However, a number of key themes are particularly 
striking. 

Thus, the book emphasises the importance of a 
few key individuals in charting the course of the 
IASC. Initially, of key importance were the Chairs, 
who were solely responsible for determining strat- 
egy, while the Secretary was more concerned with 
technical matters. A key change came with the ap- 
pointment of David Cairns to the post of Secretary- 
General and even more so with his replacement by 
Bryan Carsberg. The Secretary-General was per- 
haps the key person in the creation of the IASB. 
Thus, the views of Carsberg, supported by the 
Securities and Exchange Commission (SEC), were 
dominant in explaining the creation of a small full- 
time board based upon technical expertise rather 
than the alternative of a part-time board based on 
geographical representation, as supported by the 
European Union (EU) and initially by the IASC 
Chair, Enevoldsen. This was in contrast to much of 
the earlier history of the IASB, where the theme of 
increasing representation, both geographically and 
professionally were of vital importance. For exam- 
ple, the book traces in detail the history of widen- 
ing participation in the Board and the establishment 
of the Coordinating Committee as a way of answer- 
ing critics from, in particular, developing countries 
and increasing co-operation with various important 
bodies such as the FASB, EU and IOSCO. Indeed, 
throughout its history, much of the IASC strategy 
can be explained by its need to manage external 
relations and balance often conflicting pressures. 
For example, in the early 1980s it had to chart a 
narrow line between emphasising to the UN its sta- 
tus as an organisation of accounting professionals 
and the importance of leaving accounting regula- 
tion to accounting professionals, while also empha- 
sising the importance of representing a far wider 
constituency to the IFAC. Indeed, it was this strat- 
egy of emphasising that accounting standards could 
not be set solely by professional accountants if they 
were to achieve international acceptance that was 
significant in guaranteeing its independence from 
the IFAC. 
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| Call for papers for a special section: of European Accounting Review | 
on ‘Measurement Issues in Financial Reporting’ 


Guest Editors: Katherine Schipper (Duke University — The Fuqua School of Business) 
Marco Trombetta (Instituto de Empresa Business School) 


This special section will include research that addresses the problems and possibilities associated with 
the need to resolve pressing measurement issues in financial reporting. These measurement issues are 
more timely than ever in light of recent changes in financial reporting, including the increasingly 
widespread adoption of International Financial Reporting Standards (IFRS), the increasing use of fair 
value measurements for financial reporting, including optional uses (as in IAS 39 and SFAS 159) and 
the inclusion of measurement issues as Phase C in the joint International Accounting Standards Board 
(IASB)-Financial Accounting Standards Board (FASB) conceptual framework project. 


Research topics appropriate for this special issue would include, but not be limited to, the following 
examples: 





1. Characteristics a given approach to arriving at a reported or disclosed number must have in 
order to qualify as a measurement basis in financial reporting 


a. From a financial reporting standard setting perspective, what is encompassed by the idea of 
: ‘measurement’? Is there a meaningful distinction between a measurement and a calculated 
“© number? For example, are balance sheet values that are arrived at by allocations of transac- 

tion amounts (such as the book values of plant, property and equipment) measurements? 
Are balance sheet values that are arrived at by subtracting a forward-looking estimate from 
a transaction amount (such as accounts receivable net of estimated uncollectible accounts or 
deferred tax assets net of a valuation allowance) measurements? 


b. To what extent is the standard setting perspective on measurement compatible with the in- 
formation economics approach to accounting theory? Can we talk about ‘measurements’ and 
‘fair values’ in a context of imperfect and incomplete markets? 


2. Implications of choosing and applying:a measurement basis 


a. Should there be one measurement basis for all balance sheet items? What are the advantage 
and disadvantages of the current mixed attribute model which applies both fair value (and 
similar) measurements and measurements based on historical transaction amounts? 


b. Should changes in measurements be asymmetric (as, for example, in the requirement to 
measure certain impaired assets at fair value if that value is less than book value) or should 
they be symmetric (as, for example, in the accounting for trading securities)? 





с. Ifcomprehensive income equals changes in net assets except for transactions with owners, 
how should changes in measurements of assets and liabilities be displayed in a statement of 
comprehensive income? ) 





d. How should management intent (as in the current accounting for marketable securities under 
IAS 39 and SFAS 115) affect the choice of measurement basis? To what extent should the 
choice of measurement attribute be left in management's hands (as, for example in the fair 
value options in IAS 39 and SFAS 159), given that this implies a lack of comparability? 


3. Qualitative characteristics of measurement bases 


a. Which measurement bases are most relevant? Which are most reliable? Which have the best 
combination of these two qualitative characteristics? 


b. With regard to potential reliability issues, what are the most important causes of unreliable 
measurements? 


с. То what extent can disclosures (in notes to financial statements) be used to address concerns 
about reliability of reported numbers? 








326 у | ACCOUNTING AND BUSINESS RESEARCH 





4. Reflecting uncertainty about payoffs in measurement, not recognition 


Many financial statement items embody some amount of uncertainty. Should this uncertainty be 
addressed through recognition criteria (as, for example, in the current version of IAS 37 and in 
SFAS 5) or should it be addressed through measurement (as proposed by the IASB in its expo- 
sure draft to amend IAS 37)? 


5. Implementation and expertise issues 


The adoption of IFRS by many jurisdictions in recent years has required preparers and auditors 
to change accounting measurements, in some cases, toward a variant of fair value or current 
value. Some of these measurements can require the exercise of professional judgment as well 
as significant estimation effort. 


a. What are the implementation issues, for preparers and auditors of financial statements, 
associated with this change? 


b. What are the implications of this change for the demands placed on preparer and auditor 
expertise, for example, the implications for accounting education? 


c. What, if any, are the implications for financial statement users? 


6. Corporate governance 


What is, and what should be, the relationship between the financial reporting measurement basis 
and the corporate governance structure? 


а. Arguably, measurement bases differ in terms of relevance and reliability (which includes 
verifiability). Given these differences, does the choice of a measurement system affect the 
liability of managers that sign a firm's financial reports? 


b. Should a law such as the Sarbanes-Oxley Act affect the standard setter's choice of measure- 
ment basis in authoritative guidance? Should legal considerations affect management's 
choice of measurement attribute, where such choices exist in IFRS and US GAAP (for 
example, IAS 16 permits but does not require certain non-financial assets to be measured 
periodically at fair value; IAS 39 and SFAS 159 permit certain financial items to be meas- 
ured at every reporting date at fair value)? 


Following the EAR policy of openness and flexibility regarding methodologies and styles of con- 
ducting research, papers using analytical approaches (including both mathematical modeling and 
qualitative reasoning), experimentation, field study methods, surveys and empirical-archival meth- 
ods will be considered. 


Submitted papers considered for this special section will be subject to a double blind review process. 
Authors are encouraged to contact the guest editors in advance should there be any matters on which 
they require clarification or guidance (schipper@duke.edu; marco.trombetta.ear@ie.edu). 
Authors should strictly follow EAR submission guidelines which can be found at: 
http://www.tandf.co.uk/journals/authors/rearauth.asp. Submissions in electronic format (MS 
Word) should be sent to the EAR editorial office in Madrid (Spain), via e-mail: ear@ie.edu. The sub- 
ject of the message containing the electronic submission should include a reference to ‘Special 
Section on Measurement Issues in Financial Reporting'. Additionally, one hard-copy of the paper 
should be sent to Professor Salvador Carmona. Editor. EAR. Calle Pinar, 15-1B. 28006 Madrid 
(Spain). The deadline for submissions is 19 September 2008. 
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Financial Reporting Standards 
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Presentation 
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Editorial 


In collaboration with the Institute of Chartered Accountants in 
England and Wales, ABR is delighted to present the second 
issue of the International Accounting Policy Forum (IAPF). 
The issue contains the papers presented at the Institute's 2006 
Information for Better Markets conference under the theme of 
Measurement in Financial Reporting. The five papers written 
by leading international academics reflect the themes they 
were invited to develop in their presentations at the Forum. 
The responses from practitioners provide a taste of the lively 
debate provoked in a mixed audience of leading practitioners 
and policymakers sitting alongside academics from a spec- 
trum of international institutions. It is the hope of the editor 
and the Institute that publication of the papers will encourage 
a continuing and widening debate to facilitate better commu- 
nication among the research community, the accounting pro- 
fession, company managers, regulators and all other parties 
interested in promoting the development of relevant measure- 
ment bases for accounting practice. 


The five main papers have been reviewed by academic re- 
viewers and Гат particularly grateful to the reviewers and the 
authors for the care they have taken with this process. 


IAPF is explicitly charged with bridging the gap between ac- 
ademia and the profession. The contents of this issue provide 


many opportunities for engaging research and practice. 


Pauline Weetman 





Accounting and Business Research Special Issue: International Accounting Policy Forum. рр. 5-6. 2007 5 


Introduction 


This issue of International Accounting Policy 
Forum (IAPF) is especially relevant to current pol- 
icy debates in financial reporting. 

The question of measurement has become in- 
creasingly controversial in recent years and stan- 
dard setters have taken steps to open up debate on 
it. First, in 2005, the International Accounting 
Standards Board (IASB) published, though it did 
not endorse, Measurement Bases for Financial 
Accounting — Measurement on Initial Recognition, 
which advocated that all assets and liabilities 
should be measured initially at fair value, where 
this can be measured reliably. Then, in 2006, the 
IASB and the US Financial Accounting Standards 
Board (FASB) published the first in a series of dis- 
cussion papers as part of their project to establish 
а common conceptual framework. 

Although this first discussion paper was on ‘the 
objective of financial reporting’ and ‘qualitative 
characteristics of decision-useful financial report- 
ing information’, it almost certainly has implica- 
tions for measurement. Also in 2006, the FASB 
issued SFAS 157, Fair Value Measurements, 
which clarified how the FASB believes fair value 
should be defined and measured. An IASB discus- 
sion paper with the same title promptly followed 
this. 

Most recently, in January and February 2007, the 
IASB and FASB hosted round tables in Hong 
Kong, London and Norwalk to discuss bases of 
measurement. These meetings were held as a first 
step in developing the boards’ thinking on meas- 
urement ahead of its work on a discussion paper on 
measurement to be published as part of the con- 
ceptual framework project. 

The Institute of Chartered Accountants in 
England & Wales (ICAEW) has taken a leadership 
position on this subject. In October 2006, as part of 
our Information for Better Markets campaign, we 
published Measurement in financial reporting. 
Our approach in this report is essentially a practi- 
cal one. The critical test for financial reporting 
should be: what works? What information helps 
businesses, investors and other users of financial 
reporting to achieve their goals more effectively? 

The report does not recommend any single ‘best’ 
basis of measurement. On the contrary, it argues 
that financial reporting measurement is a matter of 
evolving conventions, not something to which 
there are immutably right and wrong answers. It 


also argues that the purposes of financial reporting 
depend on its institutional context and that this 
context affects the costs and benefits of different 
measurement bases. 

The report suggests that, in making decisions on 
measurement requirements, it may be appropriate: 


* to adopt a mixed approach to measurement for 
different items in accounts; and 


* to distinguish between different types of entity 
in accordance with their industry, ownership and 
governance structure, and size. 


The report also proposes that decisions on the 
regulation of financial reporting measurement 
should be regarded as matters of public policy, 
subject to the overriding tests of cost-effectiveness 
and fitness for purpose and the same principles of 
good regulatory practice as other forms of regula- 
tion. 

A practical, utilitarian approach must be based 
on evidence of what works rather than on a priori 
theory, and in our report we stress the need for ev- 
idence and recommend that standard setters’ ap- 
proach to measurement questions should be 
significantly more evidence-based than has typi- 
cally been the case hitherto. In support of this ob- 
jective we commissioned the five papers published 
here, presented at the ICAEW’s Information for 
Better Markets Conference in December 2006. 
Mary Barth’s paper gives us a standard setter’s 
perspective on measurement issues. Wayne 
Landsman’s looks at how fair value information 
affects markets, and Anne Beatty’s at how chang- 
ing measurement affects management behaviour. 
Stephen Penman’s paper sets out how alternative 
approaches to measurement are rooted in the needs 
of users and how they actually use financial re- 
porting information for valuation purposes. 
Stephen Zeff provides an historical context from 
the US in tracing the SEC’s disapproval of most 
upward valuations from its founding in 1934 until 
1972. 

It gives some indication of the value of these 
five papers as contributions to the debate that the 
IASB and FASB put links to them, as well as to 
Measurement in financial reporting, on their web- 
sites as background material for their round tables 
on measurement. Indeed, the round tables provid- 
ed strong evidence — at least as far as those affect- 
ed by accounting standards are concerned — that in 
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important respects the debate has already moved 
on. Speakers at the round tables showed little ap- 
petite for the universal imposition of a single basis 
of measurement, and near-unanimous acceptance 
of mixed bases of measurement, with different 
items in the accounts measured in different ways. 
The practical question that needs answering con- 
cerns which bases produce the most useful infor- 
mation for different items. The answer may well 
vary with the needs of different businesses and dif- 
ferent users of financial reports, and may also 
change over time. I believe that our report and the 
papers published here have contributed to this sig- 
nificant change in the focus of the measurement 
debate. 

The papers in this issue of JAPF will certainly be 
useful to the ICAEW in the continuing develop- 
ment of our thought leadership work on measure- 
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ment, and I trust that readers generally will find 
them helpful in developing their own thinking: I 
also hope that they will stimulate further research 
on the issues they address. 

I am grateful to all the distinguished academic 
and practitioner contributors to this volume and, 
once again, to Pauline Weetman for her support 
and hard work as editor. Finally, I thank the 
ICAEW’s charitable trusts, which generously pro- 
vided funding to support the conference last 
December, preparation of the academic papers 
published here, and the costs of the publication it- 
self. 


Robert Hodgkinson 
Executive Director, Technical 
The Institute of Chartered Accountants 
in England & Wales 
March 2007 
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Standard-setting measurement issues and 
the relevance of research 


Mary E. Barth* 


1. Introduction 

Measurement is a key aspect of financial report- 
ing. This paper explains my views, as a standard 
setter and a researcher, on how the International 
Accounting Standards Board (ASB) approaches 
standard-setting measurement issues, the measure- 
ment bases it and other standard setters commonly 
consider, and how research can contribute to re- 
solving standard-setting issues related to measure- 
ment. 

The IASB approaches measurement issues in the 
same way as it approaches other standard-setting 
questions. That is, the IASB attempts to apply its 
conceptual framework, which is specified in its 
Framework for the Preparation and Presentation 
of Financial Statements (Framework, IASC, 
1989), Other standard setters also base standard- 
setting decisions on their conceptual frameworks. 
For example, the conceptual framework of the US 
standard setter, the Financial Accounting 
Standards Board (FASB), is specified in its 
Statements of Financial Accounting Concepts 
(SFAC) Nos. 1, 2, and 5—7 (FASB, 1978, 1980, 
1984, 1985, and 2000).' Despite its importance, 
measurement has received relatively little atten- 
tion in the conceptual frameworks of financial re- 
porting standard setters. Thus, in making 
measurement decisions, standard setters usually 
focus on applying the definitions of financial state- 
ment elements and the qualitative characteristics 
of accounting information in the context of the ob- 
jective of financial reporting. The definitions iden- 
tify what is to be included in the measurement, the 
qualitative characteristics identify the desired 
characteristics of the measurement, and the objec- 
tive of financial reporting identifies the context in 


*The author: is a professor at the Graduate School 
of Business, Stanford University and is a member of 
the International Accounting Standards Board. E-mail: 
mbarth @stanford.edu 

She appreciates helpful comments from Kevin McBeth, 
Wayne Landsman, Jim Leisenring, Richard Macve, Trish 
O’Malley, Brian Singleton-Green, David Tweedie, and an 
anonymous reviewer. The views expressed in this paper are 
the author’s; official positions of the IASB on accounting mat- 
ters are determined only after extensive due process and de- 
liberation. 


which the measurement should be evaluated. 

Application of those concepts has resulted in a 
variety of measurement bases being used to meas- 
ure financial statement amounts. These include 
historical cost, amortised historical cost, fair value, 
and value in use, among others? Each basis has 
advantages and disadvantages relative to the oth- 
ers in meeting the conceptual framework criteria. 
However, a review of the recent activities of the 
IASB reveals that the use of fair value in financial 
reporting is likely to increase. This is because as 
the board has debated particular measurement 
questions, it has concluded that in some cases fair 
value meets the conceptual framework criteria bet- 
ter than other measurement bases considered. It is 
not because the board has a stated objective of 
changing accounting measurement to fair value for 
all assets and liabilities. Fair value is not a panacea 
and other measurement bases also have desirable 
characteristics. Thus, which basis the IASB will 
require in any particular situation is not a foregone 
conclusion. 

Research can be helpful to standard-setting de- 
bates about measurement. This is because research 
is generally rigorously crafted and grounded in 
economic theory. Also, because academics do not 
have a stake in the outcome of the research, re- 
search typically is unbiased. Relating specifically 
to measurement, research can provide insights into 
how alternative measurement bases, in a variety of 


' The conceptual framework of the UK Accounting 
Standards Board (ASB) is specified in its Statement of 
Principles for Financial Reporting (ASB, 1999). The concep- 
tual frameworks of the IASB, FASB, and ASB are similar, but 
not identical. The IASB and FASB currently have a joint proj- 
ect to complete, converge, and improve their conceptual 
frameworks. Because the IASB and FASB anticipate the 
framework project will take several years to complete, they 
are conducting it in phases. Measurement is one of the phases. 

2 The UK framework (ASB, 1999) lists deprival value as a 
measurement basis. Deprival value is the loss that the entity 
would suffer if it were deprived of the asset. It is measured as 
the lower of replacement cost and recoverable amount, where 
recoverable amount is the higher of value in use and net real- 
isable value. In its recent measurement discussion paper, the 
staff of the Canadian Accounting Standards Board (CASB) ex- 
plains its view that deprival value is a decision rule for deter- 
mining which of these measurement bases to use (ASB, 2005). 
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contexts, meet the criteria in the conceptual frame- 
work, such as relevance and faithful representa- 
tion. Researchers also can question the current 
framework by rethinking the objective and charac- 
teristics of financial reporting and, if necessary, 
offering an alternative framework that comprehen- 
sively meets the objective and evidences the de- 
sired characteristics. Research also can identify 
measurement alternatives to fair value that can be 
used on a comprehensive basis. Relating to fair 
value measurement itself, research can help link 
valuation theories to the real world in which we 
live. Such research would aid standard setters, for 
example, in determining which assumptions un- 
derlying the valuation theory are most important 
and those that can be ignored. For example, most 
valuation theory relies on perfect and complete 
markets — or at least markets with no arbitrage op- 
portunities. Without these market features, a single 
value for every asset and liability does not exist. 
But, by how much does the observed inconsisten- 
cy with each of these assumptions affect the 
resulting value estimates? Is it enough to be con- 
cerned about from a practical perspective? There is 
much to learn about accounting measurement and 
research can aid standard setters in identifying the 
issues they need to address, helping them structure 
their thinking about the issues, and providing evi- 
dence that informs the debate about the issues. 

The paper proceeds as follows. Section 2 ex- 
plains how the IASB approaches measurement is- 
sues, and attempts to dispel some common 
misunderstandings. Section 3 discusses why the 
IASB has increasingly focused on fair value and 
identifies some of the possible alternatives. 
Section 4 suggests some ways in which research 
can inform standard-setting measurement issues. 
Section 5 offers concluding remarks. 


3 Some use the term ‘present value’ to refer to an estimate 
of current value. Others, including the IASB, use the term to 
refer to the technique of calculating a discounted stream of ex- 
pected cash flows and, thus, consider it a measurement tech- 
nique, not a measurement basis. Several measurement bases 
use present value calculations to determine the measure — the 
bases differ depending on which expected cash flows are in- 
cluded and which discount rate is used. For example, fair 
value uses cash flows a market participant would expect and 
value in use uses cash flows the entity would expect, even if 
they differ from those a market participant would expect. Yet, 
both can be estimated using present value techniques. Thus, 
for present value to be a measurement basis, the characteris- 
tics of the current value it is intended to measure must be spec- 
ified, by specifying the characteristics of the expected cash 
flows and the discount rate to be used in the calculation. 

4 At the request of the IASB, the staff of the CASB analysed 
the characteristics of alternative measurement bases and is- 
sued a discussion paper to invite comments on its analysis. 
The CASB staff concluded that fair value should be the meas- 
urement basis for initial recognition for all assets and liabili- 
ties (IASB, 2005). Comments received on the discussion 
paper will inform the measurement phase of the joint 
IASB/FASB conceptual framework project. 
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2. How do standard setters approach 
measurement? 


2.1. Conceptual framework 

As with any standard-setting decision, when 
making decisions relating to accounting measure- 
ment, the JASB strives to follow its Framework. 
Unfortunately, the current Framework does not in- 
clude much guidance on measurement. It simply 
lists examples of measurement bases, such as his- 
torical cost and settlement value, and measurement 
techniques, such as present value, that are current- 
ly used in financial statements? It does not identi- 
fy their key attributes cr provide criteria for 
selecting among them, and it does not list all pos- 
sible measurement bases that the board should 
consider. Thus, when applying the Framework to 
measurement questions, the IASB focuses on de- 
termining which measurement basis best meets the 
objective of financial reporting, the elements defi- 
nitions, and the qualitative characteristics of ac- 
counting information. The objective of financial 
reporting sets the context for evaluating the meas- 
urement, the definitions identify what should be 
measured, and the qualitative characteristics iden- 
tify the desired characteristics of the measurement. 
The treatment of measurement in the FASB's con- 
ceptual framework, specifically SFAC 5, is similar 
to that in the IASB's Framework. Thus, the pres- 
ent joint IASB/FASB conceptual framework proj- 
ect includes a separate phase on measurement 
aimed at developing concepts relating to measure- 
ment in financial reporting ^ 

At the present time, the first two chapters of the 
converged IASB/FASB framework, comprising 
the first phase, have been exposed as a preliminary 
views document for public comment. These chap- 
ters cover the objective of financial reporting and 
the qualitative characteristics of accounting infor- 
mation. Because the boards believe that these two 
exposed chapters represent clarification of the cur- 
rent frameworks, not conceptual changes, this 
paper uses the proposed revised and clarified 
wording when discussing objective of financial re- 
porting and the qualitative characteristics of ac- 
counting information. Much of the discussion in 
this section is taken directly from the preliminary 
views document (IASB, 20062). 

The objective of financial reporting is 'to pro- 
vide information that is useful to present and po- 
tential investors and creditors and others in making 
investment, credit, and similar resource allocation 
decisions.’ (IASB, 2006a, para. OB2). The term 
‘investors’ refers to present and potential equity 
holders and their advisers, and the term ‘creditors’ 
refers to present and potential lenders and their ad- 
visers. The resource allocation decisions of these 
users include determining whether to buy, sell, or 
hold equity securities and whether to lend funds to 
or call existing debt issued by the entity. Despite 
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the fact that equity investors, particularly, and 
creditors are interested in estimating the values of 
the entity and its equity, it is not the objective of fi- 
nancial reporting to provide such estimates. 
Rather, the objective of financial reporting is to 
meet the information needs of a wide range of 
users in making a wide range of economic deci- 
sions, which are not limited to those dependent on 
estimates of entity or equity value. 

The objective of financial reporting focuses on 
these users based on the belief that meeting their 
needs will meet the needs of other financial state- 
ment users. For example, as the preliminary views 
document points out, consistent with the current 
IASB Framework, ‘users of financial reports wish- 
ing to assess how well management has discharged 
its stewardship responsibilities are generally inter- 
ested in making resource allocation decisions... 
Decisions about whether to replace or reappoint 
management, how to remunerate management, 
and how to vote on shareholder proposals about 
management’s policies and other matters are also 
potential considerations in making resource allo- 
cation decisions...’ (ASB, 2006a, рага. ОВ28) > 
The objective of financial reporting affects meas- 
urement decisions because it establishes the con- 
text for assessing the qualitative characteristics of 
accounting information, including accounting 
measurements. 

The qualitative characteristics of accounting in- 
formation in the preliminary views document 
(IASB, 2006a, ch. 2) are relevance, faithful repre- 
sentation, comparability, and understandability. 
Relevant information is capable of making a dif- 
ference to a financial statement user’s decisions. 
Relevant information has predictive value, i.e., it 
helps users to evaluate the potential effects of past, 
present, or future transactions or other events on 
future cash flows, and confirmatory value, i.e., it 
helps to confirm or correct their previous evalua- 
tions. Making the information available to users 
before it loses its capacity to influence their deci- 
sions, i.e., timeliness, is another aspect of rele- 
vance. Faithful representation means that the 
information reflects the real-world economic phe- 
nomena that it purports to represent. Real-world 
economic phenomenon are economic resources 
and obligations and the transactions or other 
events that change them. Accounting constructs 
that are the creation of accountants, such as de- 
ferred charges, are not real-world economic phe- 
nomena (IASB, 2006a, para. QC18). Neither are 


5 Some view stewardship as necessitating an historical cost 
measurement basis. Others disagree and view stewardship as 
unrelated to the selection of measurement basis. Rather, they 
view stewardship as relating to ensuring the entity’s manage- 
ment has not inappropriately enriched itself at the expense of 
investors and creditors (see, e.g., IASB, 2006a, Alternative 
View to ch.1). 
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results of calculations, in themselves. Components 
of faithful representation include verifiability, i.e., 
different knowledgeable and independent ob- 
servers would reach general consensus, neutrality, 
i.e., freedom from bias intended to attain a prede- 
termined result or to induce a particular behavior, 
and completeness, i.e., all of the information that is 
necessary for a faithful representation is included. 

As the preliminary views document explains, the 
qualitative characteristics are subject to two perva- 
sive constraints, materiality and benefits that justi- 
fy the costs. Information is material if its omission 
or misstatement could influence the resource allo- 
cation decisions users make. It is a pervasive con- 
straint on the information to be included in an 
entity’s financial report rather than a qualitative 
characteristic of accounting information. The ben- 
efits and costs contemplated in the Framework 
are broad. The benefits of financial reporting in- 
formation include better investment, credit, and 
similar resource allocation decisions, which in turn 
result in more efficient functioning of the capital 
markets and lower costs of capital for the economy 
as a whole. Costs include direct and indirect costs 
incurred by both preparers and users of financial 
statement information, as well as by auditors and 
regulators. Assessing whether the benefits exceed 
the costs is inherently subjective because it is not 
possible to obtain quantitative data on all costs and 
benefits. However, the requirement to assess ben- 
efits and costs means that in setting standards, the 
TASB needs to consider practicality as well as con- 
cepts. 

Comparability, which includes consistency, is 
the quality of information that enables users to 
identify similarities in and differences between 
two sets of economic phenomena. That is, it is un- 
desirable if similar transactions, events, or condi- 
tions look different or if different transactions, 
events, or conditions look alike. Consistency helps 
achieve comparability because it refers to the use 
of the same accounting policies, either from peri- 
od to period within an entity or in a single period 
across entities. Understandability is the quality of 
information that enables users who have a reason- 
able knowledge of business and economic activi- 
ties and financial reporting, and who study the 
information with reasonable diligence, to compre- 
hend its meaning. 

When making measurement decisions, the IASB 
also takes into consideration the Framework defi- 
nitions of assets and liabilities: 


* An asset is a resource controlled by the entity as 
a result of past transactions and events and from 
which future economic benefits are expected to 
flow to the entity. 


* A liability is a present obligation of the entity 
arising from past events, the settlement of which 
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is expected to result in ап outflow from the enti- 
ty of resources embodying economic benefits. 


These definitions specify the real-world eco- 
nomic phenomena that accounting should meas- 
ure, even though they do not specify how to 
measure them. In particular, the definitions make 
clear that not all expected inflows and outflows of 
economic benefits are assets and liabilities for fi- 
nancial reporting purposes. 


2.2. Common misunderstandings 

There are several common misunderstandings 
about how the IASB approaches measurement de- 
cisions.® First, the Framework does not identify 
conservatism as a qualitative characteristic of de- 
cision-useful financial information. Conservative 
amounts are not neutral, which is a qualitative 
characteristic. As noted in Section 2.1, neutrality 
means freedom from bias. Conservatism implies a 
negative bias for assets and income and a positive 
bias for liabilities and expenses.’ Some argue that 
because, historically, accounting amounts have 
been conservative, accounting amounts are useful 
for purposes beyond those anticipated by the ob- 
jective of financial reporting, e.g., debt contracting 
(Watts, 2003). However, the fact that accounting 
amounts have been used for this purpose does not 
imply that such use should affect standard-setting 
decisions in the context of the stated objective of 
financial reporting ? 

Second, matching is not a separate concept in the 
Framework. This is because matching is not an ob- 
jective of accounting recognition or measurement, 
per se. Rather, it is an outcome of applying the 
other concepts. That is, the Framework is based on 
the notion that if assets and liabilities are appropri- 
ately recognised and measured, profit or loss will 
be too, which obviates the need for a separate con- 
cept of matching. Although the existing Framework 
(IASC, 1989 para. 95) discusses the concept of 
matching income and expenses, the discussion 
ends by stating ‘However, the application of the 





$ See Storey and Storey (1998) for a history of some of 
these misunderstandings in the context of the development of 
the FASB's conceptual framework. 

7 The current IASB Framework includes prudence as a di- 
mension of reliability. However, the Framework states that 
prudence ‘15 the inclusion of a degree of caution in the exer- 
cise of judgment needed in making estimates required under 
conditions of uncertainty ... However, the exercise of pru- 
dence does not allow, for example, the creation of hidden re- 
Serves or excessive provisions, the deliberate understatement 
of assets or income, or the deliberate overstatement of liabili- 
ties or expenses, because the financial statements would not be 
neutral and, therefore, not have the quality of reliability.’ 
(IASC, 1989, para. 37). 

8 See IASB (2006a, para. BC 2.19 to BC2.22). Also, if con- 
servatism were a desirable qualitative characteristic, the 
Framework would need to specify how much conservatism is 
desirable and how to measure it. 
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matching concept under this Framework does not 
allow the recognition of items in the balance sheet 
which do not meet the definition of assets or lia- 
bilities.” Thus, matching per se cannot be used to 
justify income or expense recognition that is in- 
consistent with the definitions of assets and liabil- 
ities. 

Third, the term reliability as used in the current 
Framework is neither limited to verifiability, as 
some interpret it, nor does it mean precision. It 
means faithful representation of the real-world 
economic phenomenon it purports to represent. 
This common misunderstanding is why the pre- 
liminary views document (IASB, 20062) uses the 
term ‘faithful representation’ rather than ‘reliabili- 
ty’ and explains that just because an amount can be 
calculated precisely, it is not necessarily a faithful 
representation of the real-world economic phe- 
nomenon it purports to represent. Faithful герге- 
sentation implies neither absolute precision in the 
estimate nor certainty about the outcome. 

Fourth, the objective of financial reporting does 
not include providing accounting information for 
management to use in managing the business or 
for contracting parties to include in contracts. This 
is because these users can directly specify the in- 
formation they want and need. IASB standards are 
designed for general purpose financial reports, 
whose objective stems from the information needs 
of external users who lack the ability to prescribe 
all the financial information they need from the en- 
tity. This is not to say that measures used for fi- 
nancial reporting are not useful for managing the 
business or contracting purposes. But, if they are, 
this is a by-product, not an objective, of external 
general purpose financial reports. 

Fifth, the Framework focuses on defining finan- 
cial position elements, i.e., assets and liabilities, 
not because financial position is more important 
than profit or loss. Rather, it is because profit or 
loss is important. Defining financial position ele- 
ments is the only way standard setters have been 
able to determine how to measure revenues and 
expenses, which comprise profit or loss. To date, 
attempts to define revenues and expenses without 
reference to assets and liabilities have been unsuc- 
cessful. This approach also is consistent with the 
concept of economic income being the change in 
wealth during the period (Hicks, 1946). 

Sixth, the IASB does not have an objective to 
measure all assets and liabilities at fair value. As 
explained in Section 3, there are reasons why fair 
value is a candidate measurement basis in many 
situations, and the IASB and FASB have a stated 
long-term objective to measure all financial assets 
and liabilities at fair value. However, there is no 
similar objective to measure other assets and lia- 
bilities at fair value. 
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3. Which measurement basis? 


3.1. Fair value 

Observation of IASB deliberations reveals that it 
considers fair value as a possible measurement 
basis in many situations. A primary reason for this 
is that the Framework criteria make fair value a 
natural measurement basis to consider. First, fair 
values are relevant because they reflect present 
economic conditions relating to economic re- 
sources and obligations, i.e., the conditions under 
which financial statement users will make their de- 
cisions.” Also, research shows that fair values have 
predictive value (see, e.g., Barth et al., 1995; 
Aboody et al., 1999).10 Second, fair values can be 
faithful representations of assets and liabilities, as 
defined in the Framework, because they reflect 
risk and probability-weighted assessments of ex- 
pected future cash inflows and outflows. Fair val- 
ues are unbiased and, thus, neutral. Fair values are 
timely because they reflect changes in economic 
conditions when those conditions change (see, 
e.g., Barth et al., 1996; Barth et al., 1998; Aboody 
et al., 1999). Third, fair values are comparable be- 
cause the fair value of any particular asset or lia- 
bility depends only on the characteristics of the 
asset or liability, not on the characteristics of the 
entity that holds the asset or liability or when it 
was acquired. Fair values enhance consistency be- 
cause they reflect the same type of information in 
every репой." 

Despite these advantages, fair value measurement 
is not a panacea. Some commonly expressed con- 
cerns include lack of a clear definition of fair value, 
lack of verifiability, the ability for management to 
affect fair value estimates, and the potential circu- 
larity of reflecting fair values in financial statements 
when the objective is to provide financial statement 
users with information to make economic decisions 
that include assessing the value of the entity. 

Regarding the definition of fair value, the IASB 
defines fair value as ‘the amount for which an 
asset could be exchanged, or a liability settled, be- 
tween knowledgeable, willing parties in an arm’s 





? See Barth et al., (2001), Landsman (2005), Landsman 
(2006) and Barth (2007), for summaries of empirical research 
relating to the value relevance of fair values. Finding that fair 
values are value relevant indicates they are relevant and suffi- 
ciently representationally faithful to be included in investors’ 
equity valuation assessments. 

1? The preliminary views document explains that predictive 
value refers to inputs into a predictive process. Relevant infor- 
mation need not predict itself TASB, 2006a para. QC10-QC11). 
For example, the research cited above shows that fair values 
help predict future cash flows, which are of interest to investors 
in valuing the entity’s equity. Current fair values or changes in 
them do not necessarily predict future fair values or changes in 
them, and need not do so to have predictive value to financial 
statement users. 

Н For more discussion, see IASB (2005) and Barth (2006). 

12 See, e.g., Healy and Wahlen (1999) for a review of this 
literature. 
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length transaction’ (IAS 39 para. 9; IASB, 2004). 
Although this definition states the measurement 
objective, it lacks sufficient specificity to ensure 
consistent application. Because of similar prob- 
lems in US accounting standards, the FASB issued 
Statement of Financial Accounting Standards 
(SFAS) No. 157 (FASB, 2006), which provides a 
more precise definition of, and specifies how to es- 
timate, fair value. The IASB has on its agenda a 
fair value measurement project, and issued SFAS 
157 as a discussion document as the first step in 
the project’s due process. Until the JASB com- 
pletes its fair value measurement project, the con- 
cerns about lack of specificity are valid for entities 
applying international accounting standards; SFAS 
157 has mitigated these concerns for entities ap- 
plying US standards. 

Regarding verifiability of fair value, verifiability 
is a component of faithful representation. The con- 
cern over verifiability of fair value often is ex- 
pressed in relation to assets and liabilities that do 
not have observable market prices. For such assets 
and liabilities, fair value must be estimated, which 
raises the possibility that the estimates will not be 
verifiable. As explained in section 2.1, information 
is verifiable if different knowledgeable and inde- 
pendent observers would reach general consensus, 
although not necessarily complete agreement. 
TASB (20062) explains that verification can be di- 
rect or indirect. Indirect verification involves de- 
termining whether the measurement method has 
been applied without material error or bias, and re- 
lies on verifying the inputs to the measurement 
method. Direct verification relies on verifying the 
measurement itself. Thus, fair values may not be 
verifiable in some situations if many inputs to the 
measurement method are not verifiable. 

Regarding management affecting fair value esti- 
mates, the effect of management incentives on fair 
value estimates is also of concern primarily when 
observable market prices are unavailable. The fact 
that fair value estimates incorporate and, thus, re- 
flect managers’ detailed information that is not 
necessarily available to others is a desirable aspect 
of fair value. Reflecting such information in finan- 
cial statements mitigates the need for market par- 
ticipants to develop noisy estimates based only on 
public information. Nonetheless, the concern 
about the effects of management incentives is 
valid. But, it is not unique to fair value. A large 
body of research shows that managers find ways to 
manage earnings regardless of the accounting 
regime. Whether this is a greater potential prob- 
lem for fair values than for other accounting esti- 
mates is an open empirical question (see, e.g., 
Landsman, 2006). 

Finally, regarding potential circularity, it is un- 
likely that even if all recognised assets and liabili- 
ties were measured at fair value, recognised equity 
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would equal the market value of equity. This is be- 
cause only assets and liabilities that meet the 
Framework definitions are candidates for recogni- 
tion. Market value of equity reflects investors’ as- 
sessments of, among other things, growth options 
and managerial skill that do not meet the asset def- 
initions. Also, in most cases, the market used to es- 
timate fair value for individual assets and 
liabilities is not the market for the entity’s equity. 
However, in some cases, such as major business 
combinations or for single reporting unit entities, it 
could be. 

Another reason that the IASB considers fair 
value in most measurement situations is that its use 
holds promise for minimizing the undesirable ef- 
fects of the mixed measurement approach to finan- 
cial reporting that we have today. Presently, 
financial statement amounts are determined using 
a variety of measurement bases. These include, for 
example, historical cost (used for cash), amortised 
historical cost (used for loans receivable and long- 
term debt), impaired amortised historical cost 
(used for purchased property, plant, and equip- 
ment), accumulated amortised and impaired his- 
torical cost (used for self-constructed property, 
plant, and equipment), fair value (used for deriva- 
tives and asset revaluations), and entity-specific 
value (used for impaired inventories and impaired 
property, plant, and equipment).'* These differ- 
ences in measurement bases do not result from dif- 
ferences specified in the Framework. Rather, they 
result from conventions and differences in practice 
that have evolved over time. Thus, when viewed in 
terms of the Framework, these differences gener- 
ate financial statements that are internally incon- 
sistent. Not only is use of multiple measurement 
bases conceptually unappealing, but also it creates 
difficulties for financial statement users. 
Measuring financial statement amounts in differ- 








13 Until and unless fair value is used for all assets and lia- 
bilities, the mixed measurement approach will persist. Even 
then, issues related to cash flow hedges remain. However, the 
more consistently we measure assets and liabilities, the less 
the mixed measurement approach is a problem. 

14 The staff on the measurement phase of the joint 
IASB/FASB conceptual framework project is attempting to 
identify the different measurement methods currently used in 
IASB and FASB standards. Thus far, the staff has identified at 
least 12. For many of the methods, there is no obvious reason 
for the differences from other methods. This observation 
makes clear the need to rationalise the methods we use. 

15 The IASB defines entity-specific value as ‘the present 
value of the cash flows an entity expects to arise from the con- 
tinuing use of an asset and from its disposal at the end of its 
useful life or expects to incur when settling a liability’ and de- 
fines value in use as ‘the present value of estimated future cash 
flows expected to arise from the continuing use of an asset and 
from its disposal at the end of its life’ ASB Glossary of 
Terms, IASB 2006b). The distinction between these defini- 
tions is not obvious and, thus, the terms typically are used in- 
terchangeably. 

16 See SFAS 157 (FASB, 2006) for further discussion. 
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ent ways complicates the interpretation of ac- 
counting summary amounts such as profit or loss. 
Using multiple measurement bases makes it diffi- 
cult for financial statement users to separate ac- 
counting-induced income or expense from 
economic income or expense (see, e.g., Barth, 
2004). Thus, fair value applied comprehensively 
has appeal. 


3.2. Alternatives to fair value 

Although opponents of more comprehensive use 
of fair value have some legitimate concerns, stan- 
dard setters are unaware of a plausible alternative. 
Some opponents advocate historical cost. 
However, we do not comprehensively use histori- 
cal cost in financial statements today. Items initial- 
ly recognised at cost typically are subsequently 
measured at amortised and impaired amounts; 
these are not historical cost. Thus, one would need 
to specify how these items should be measured 
subsequent to initial recognition. Also, it is unclear 
whether historical cost has the qualitative charac- 
teristics of accounting information specified in the 
Framework. For example, although historical cost 
is a real-world economic phenomenon and, thus, 
an historical cost measure can be a faithful repre- 
sentation, historical cost may not be a relevant 
economic phenomenon for users making econom- 
ic decisions. However, cost is not always clearly 
identifiable, for example for self-constructed as- 
sets or assets acquired in a basket purchase, which 
raises verifiability concerns. Also, the present con- 
vention of recognising decreases in asset values, 
1.е., impairments, but not increases in asset values, 
is inconsistent with neutrality. Moreover, some as- 
sets and liabilities have no cost — notably deriva- 
tives. This raises the question of how such assets 
and liabilities would be reflected in historical cost 
financial statements withcut either leaving them 
unrecognised or creating a mixed measurement 
approach. 

Value in use, or entity-specific value, is another 
possible measurement alternative. Value in use 
requires including future cash flows that the entity 
expects to receive, discounted at a rate that per- 
haps reflects the entity's cost of capital, even if 
these differ from those of other entities. Thus, en- 
tity-specific value differs from fair value in that 
entity-specific value includes cash inflows or out- 
flows expected by the entity that would not be ex- 
pected by other market participants, such as 
expected inflows related to superior management 
talent. Thus, entity-specific value can result in 
embedding the measure of an intangible asset, e.g., 
superior management talent, in the measure of an- 
other asset, e.g., property, plant, and equipment. 
As with all measurement bases, measuring assets 
and liabilities at entity-specific value also has im- 
plications for profit or loss measurement. Because 
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entity-specific value measures, assets and liabili- 
ties are based on what the entity expects to accom- 
plish with the assets, the value of the entity’s 
special rights or skills are recognised when the as- 
sets are recognised, not when the entity realises the 
benefits associated with those special rights or 
skills. Thus, profit or loss resulting from using en- 
tity-specific value for asset and liability measure- 
ment would reflect how the entity performed 
during the period given the assets at its disposal 
relative to its own expected performance based on 
its plans and special rights or skills. In contrast, 
using fair value would result in profit or loss re- 
flecting how the entity performed during the peri- 
od given the assets at its disposal relative to other 
market participants’ expected performance. If the 
entity makes better use of the assets, profit will be 
greater than the return expected based on the risk 
of its net assets; if it makes worse use of the assets, 
profit will less than the expected return." 

It could be possible to decouple financial posi- 
tion measurement from profit or loss measure- 
ment. This would eliminate the need to consider 
the profit or loss effects associated with a particu- 
lar asset and liability measurement basis. To date, 
standard setters have been unsuccessful in devel- 
oping concepts about how this would be done. 
Thus, those advocating this approach need to pro- 
vide a conceptual basis for doing so. 

There could be other alternatives that standard 
setters should consider. They are open to ideas. 
However, before adopting one of those ideas, stan- 
dard setters need to understand the conceptual 
basis for the idea, and how it could be applied 
comprehensively in financial reporting. 


4. How can research contribute? 

Measurement is key to financial reporting. Thus, it 
is important that standard setters base their deci- 
sions relating to measurement on the best possible 
information. Some believe that research cannot be 
relevant to standard-setting issues. It is well- 
known that empirical research cannot directly an- 


17 Using historical cost for all assets would reflect how the 
entity performed given thz cost of its assets. Using a mixed 
measurement model, as we do presently, reflects a mixed view 
of entity performance, with unclear interpretation. The inter- 
pretation of profit or loss is also affected by which assets and 
liabilities are recognised. The amounts recognised for individ- 
ual assets and liabilities do not necessarily reflect all sources 
of expected inflows or outflows of the entity’s economic ben- 
efits. A notable example is internally generated intangible as- 
sets. Thus, profit or loss in a given period also includes cash 
flows associated with unrecognised assets and liabilities, as 
well as unrecognised but expected future transactions. See 
Barth (2006). 

18 See Barth et al., (2001) and Holthausen and Watts (2001) 
for alternative perspectives on these issues. 

19 See e.g., Landsman (1986), Barth (1991), Choi et al., 
(1997). See also Barth (2006) for further discussion and more 
examples. 
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swer standard-setting questions (see, e.g., Gonedes 
and Dopuch, 1974; Beaver, 1998). This primarily 
is because accounting standards and the results of 
their implementation are public goods. That is, one 
entity’s use of the standards does not diminish the 
benefits that can be derived by another entity’s use 
of the standards. Also, there are externalities. That 
is, there are benefits and costs associated with ac- 
counting standards and financial reporting that are 
not enjoyed or borne by only those entities that 
enjoy or bear direct benefits or costs. However, 
there is no market or other mechanism that aggre- 
gates all of these benefits and costs. Thus, standard 
setters must determine how to make any social 
welfare trade-offs necessary when establishing the 
requirements in a standard. Because empirical re- 
search typically relies on markets and other aggre- 
gation mechanisms, such research cannot be used 
to determine what the requirements of any partic- 
ular standard should be. 

Others believe that research can provide insights 
into standard-setting issues. It can do so, for ex- 
ample, by operationalising criteria standard setters 
establish for deciding among alternatives when de- 
veloping standards, such as relevance and faithful 
representation. Because these criteria are specified 
in the conceptual frameworks of the FASB and 
IASB, researchers need not specify the objective 
functions of standard setters. Standard setters are 
potentially interested in research of all types be- 
cause they actively seek input on all of the issues 
they consider; research can be particularly helpful 
because it is unbiased, rigorously crafted, and 
grounded in economic theory.!5 Thus, research can 
aid standard setters in identifying issues, structur- 
ing their thinking about a particular issue, and pro- 
viding evidence that informs the debate about the 
issue (see Barth, 2006 for a more complete discus- 
sion and for examples of research that does this; 
see also Landsman, 2006). 

Relating specifically to accounting measure- 
ment, research can provide insights into whether 
and the extent to which various measurement 
bases, in various contexts, meet the qualitative 
characteristics of accounting information specified 
in the Framework. 1t also can help determine 
which real-world economic phenomena are rele- 
vant to financial statement users. There is a large 
body of financial accounting research, particularly 
empirical capital markets research, described as 
adopting a measurement perspective (Beaver, 
1998) that does this; more is needed.!? Because 
faithful representation is a key concern for any 
measurement, and no representation is perfect, re- 
search providing insights into how faithful is faith- 
ful ‘enough’ would be helpful. Such research aids 
standard setters in making measurement decisions 
in the context of their own criteria. 

Research also can explore comprehensive finan- 
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cial reporting measurement alternatives to fair 
value. As noted above, many have concerns with 
using fair value as the measurement basis in a va- 
riety of situations but there is no clear alternative 
under consideration. Standard setters would like to 
understand why the alternative is better in terms of 
meeting the objective of financial reporting and 
the qualitative characteristics of accounting infor- 
mation. They also would like to understand how 
the alternative would apply to various types of as- 
sets and liabilities and what it implies for profit or 
loss measurement. 

Fair value is a measurement basis even for assets 
and liabilities that do not have observable market 
prices. Thus, standard setters would find helpful 
research that relates valuation theory to the imper- 
fect and incomplete world in which we live. 
Accountants must become more comfortable with 
valuation theories, techniques, and practicalities. 
Simply saying that valuation theory does not fit all 
aspects of the real world is not helpful. Research 
identifying how the differences between the as- 
sumptions underlying the theory and the real world 
can be addressed, would be helpful. Such research 
would highlight where problems arise, identify 
which failed assumptions are most important and 
which can safely be ignored, and provide insights 
into how standard setters should think about deal- 
ing with the problems. 

Research also can suggest alternatives to the cur- 
rent Framework. Researchers could use economic 
and finance theory to aid standard setters in re- 
thinking financial reporting and, thus, the criteria 
in the Framework. This would include suggesting 
changes to the objective of financial reporting, the 
qualitative characteristics of accounting informa- 
tion, and the elements definitions that comprise an 
alternative financial reporting regime. This could 
lead to considering alternative measurement bases. 
Researchers are perhaps the best persons to do this 
because it is a conceptual exercise that requires 
new thinking not hampered by past practices. 


5. Conclusion 

Many standard-setting decisions relate to account- 
ing measurement. The IASB bases its measure- 
ment decisions on its conceptual framework. 
Unfortunately, the present framework contains vir- 
tually no guidance on measurement. The IASB 
and FASB are presently conducting a joint project 
to complete, converge, and improve their concep- 
tual frameworks. One phase of that project is de- 
voted to measurement. However, until that phase 
is complete, the [ASB must continue to base its de- 
cisions on the definitions of assets and liabilities 
and its assessment of the qualitative characteristics 
of accounting information, in the context of the 
objective of financial reporting. The lack of guid- 
ance specific to measurement in the conceptual 
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framework means that measurement issues are 
likely to continue to be difficult to resolve. 
Because measurement is vital to financial report- 
ing, the issues are also likely to be controversial. 

Observation of IASB standard-setting delibera- 
tions reveals that use of fair value as a measure- 
ment basis is likely to increase. This is because as 
the board has debated particular measurement 
questions, it has concluded that in some cases fair 
value meets the conceptual framework criteria bet- 
ter than other measurement bases considered. It is 
not because the board has a stated objective of 
changing accounting measurement to fair value for 
all assets and liabilities. Fair value is not a 
panacea, and other measurement bases also have 
desirable characteristics. Also, standard setters’ 
cost-benefit assessments can differ depending on 
the issue at hand. Thus, which basis the IASB will 
require in any particular situation is not a foregone 
conclusion. 

Researchers can help the IASB resolve these is- 
sues at the conceptual and practical levels. 
Research is particularly valuable to standard set- 
ters because it is unbiased, rigorously crafted, and 
grounded in economic theory, as is the conceptual 
framework. Research can aid standard setters by 
identifying issues they need to address related to 
measurement, structuring their thinking related to 
those issues, and providing evidence that informs 
their debate about the issues. Relating specifically 
to fair value as a measurement basis, research can 
provide more evidence on the extent to which 
fair value meets the criteria specified in the 
Framework. It also can help relate valuation theo- 
ry to accounting measurement in the incomplete 
and imperfect world in which we prepare financial 
reports. 

The time has come to resolve measurement is- 
sues in financial reporting. 


References 

Aboody, D., Barth, МЕ. and Kasznik. В. (1999). 
*Revaluations of fixed assets and future firm perform- 
ance: Evidence from the UK’. Journal of Accounting and 
Economics, 26: 149-178. 

ASB. (1999). Statement of Principles for Financial 
Reporting. Accounting Standards Board: London, UK. 

Barth, М.Е. (1991). ‘Relative measurement errors among 
alternative pension asset and liability measures’. The 
Accounting Review, 66: 433—463. 

Barth, M.E. (2004). ‘Fair values and financial statement 
volatility’ in The Market Discipline Across Countries and 
Industries. Claudio Borio, William Curt Hunter, George 
G. Kaufman, and Kostas Tsatsaronis (eds.). Cambridge, 
MA: MIT Press. 

Barth, М.Е. (2006). ‘Including estimates of the future in 
today’s financial statements’. Accounting Horizons, 20: 
271-285. 

Barth, M_E. (2007). ‘Research, standard setting, and glob- 
al financial reporting’. Forthcoming. Foundations and 
Trends in Accounting. 

Barth, M.E., Beaver, WH. and Landsman, W.R. (1996). 


Special Issue: International Accounting Policy Forum. 2007 


*Value-relevance of banks’ fair value disclosures under 
SFAS 107°. The Accounting Review, 71: 513—537. 

Barth, M.E., Beaver, W.H. and Landsman, W.R. (2001). 
‘The relevance of the value relevance literature for finan- 
cial accounting standard setting: another view’. Journal of 
Accounting and Economics, 31: 77-104. 

Barth, M.E., Clement, M.B., Foster, G. and Kasznik, R. 
(1998). ‘Brand values and capital market valuation’. 
Review of Accounting Studies, 3: 41-68. 

Barth, M.E., Landsman, W.R. and Wahlen, J.M. (1995). 
‘Fair value accounting: effects on banks’ earnings volatil- 
ity, regulatory capital, and value of contractual cash 
flows’. Journal of Banking and Finance, 19: 577-605. 

Beaver, W.H. (1998). Financial Reporting, An Accounting 
Revolution. Prentice Hall, New Jersey, 3rd ed. 

Choi, B., Collins, D.W. and Johnson, W.B. (1997). 
“Valuation implications of reliability differences: The case 
of non-pension post-retirement obligations’. The 
Accounting Review, 72: 351-383. 

FASB. (1978). Statement of Financial Accounting 
Concepts No. I: Objectives of Financial Reporting by 
Business Enterprises. Financial Accounting Standards 
Board: Norwalk, CT. 

FASB. (1980). Statement of Financial Accounting 
Concepts No. 2: Qualitative Characteristics of 
Accounting Information. Financial Accounting Standards 
Board: Norwalk, CT. 

FASB. (1984). Statement of Financial Accounting 
Concepts No. 5: Recognition and Measurement in 
Financial Statements of Business Enterprises. Financial 
Accounting Standards Board: Norwalk, CT. 

FASB. (1985). Elements of Financial Statements. Financial 
Accounting Standards Board: Norwalk, CT. 

FASB. (2000). Statement of Financial Accounting 
Concepts No. 7: Using Cash Flow Information and 
Present Value in Accounting Measurements. Financial 
Accounting Standards Board: Norwalk, CT. 

FASB. (2006). Statement of Financial Accounting 
Standards No. 157: Fair Value Measurements. Financial 
Accounting Standards Board: Norwalk, CT. 

Gonedes, N., and Dopuch, М. (1974). ‘Capital market equi- 
librium, information production, and selecting accounting 
techniques: Theoretical framework and review of empiri- 
cal work’. Journal of Accounting Research, 12: 48-129. 


15 


Healy, Р.М. and Wahlen, J.M. (1999). ‘A review of the 
earnings management literature and its implications for 
standard setting’. Accounting Horizons, 13: 365-383. 

Hicks, J.R. (1946). Value and Capital. 2nd ed. Clarendon 
Press: Oxford. 

Holthausen, R. and Watts, R. (2001). ‘The relevance of the 
value relevance literature for financial accounting stan- 
dard setting’. Journal of Accounting and Economics, 31: 
3-75. 

IASB. (2004). International Accounting Standard 39 
Financial Instruments: Recognition and Measurement. 
International Accounting Standards Board: London, UK. 

TASB. (2005). Measurement Bases for Financial 
Accounting — Measurement on Initial Recognition. 
International Accounting Standards Board: London, UK. 

TASB. (2006a). Preliminary Views on an Improved 
Conceptual Framework for Financial Reporting: The 
Objective of Financial Reporting and the Qualitative 
Characteristics of Decision-Useful Financial Reporting 
Information. International Accounting Standards Board: 
London, UK. 

IASB. (2006b). International Financial Reporting 
Standards (IFRSs) 2006. International Accounting 
Standards Board: London, UK. 

IASC. (1989). Framework for the Preparation and 
Presentation of Financial Statements. International 
Accounting Standards Committee: London, UK. 

Landsman, W.R. (1986). ‘An empirical investigation of 
pension fund property rights’. The Accounting Review, 
61: 662-691. 

Landsman, W.R. (2005). ‘Fair value accounting for finan- 
cial instruments: Some implications for bank regulation’. 
Working paper. University of North Carolina, Chapel 
Hill. | 

Landsman, W.R. (2006). ‘Fair value and value relevance: 
What do we know?’ Working paper, University of North 
Carolina, Chapel НШ. 

Storey, R.K. and Storey, S. (1998). ‘The framework of 
financial accounting concepts and standards’. FASB: 
Norwalk, CT. 

Watts, R.L. (2003). ‘Conservatism in accounting Part I: 
Explanations and implications’. Accounting Horizons, 17: 
207-221. 


Special Issue: International Accounting Policy Forum. 2007 


of timing asset sales for income management pur- 
poses.!617 

One interesting study of Danish banks, Bernard 
et al. (1995), focuses on the impact of fair value 
accounting on bank regulatory capital as opposed 
to the value relevance of fair values for investors. 
Denmark is an interesting research setting because 
Danish bank regulators have used mark-to-market 
accounting to measure regulatory capital for a long 
period of time. Bernard et al. (1995) find that al- 
though there is evidence of earnings management, 
there is no reliable evidence that ‘mark-to-market’ 
numbers are managed to avoid regulatory capital 
constraints.!* In addition, when compared to US 
banks, Danish banks' mark-to-market net equity 
book values are more reliable estimates of their eq- 
uity market values, thereby providing indirect evi- 
dence that fair value accounting could be 
beneficial to US investors and depositors.!° 


3.3. US-based stock option research 

As noted above, estimates of employee stock op- 
tions fair values have been required to be disclosed 
for several years under SFAS No. 123. Several 
studies examine the value relevance of such dis- 
closures, including Bell et al. (2002), Aboody et al. 
(2004), and Landsman et al. (2006). Findings in 
Bell et al. (2002) differ somewhat from those in 
Aboody et al. (2004), although both studies pro- 
vide evidence that employee option expense is 
value relevant to investors. Landsman et al. (2006) 


16 In another study using the same sample of firms as that 
used in Muller and Riedl (2002), Dietrich et al. (2001) find 
that UK investment property firms in the pre-1993 period ap- 
pear to select the valuation approach — historical cost or fair 
value — that results in smoother earnings. Because post-1993 
UK firms were required to disclose income from property 
sales separately on the income statement, the authors interpret 
this as evidence that changes in disclosure requirements al- 
tered manager's use of property sales to smooth earnings. 
Dietrich et al. (2001) also find evidence that property apprais- 
al estimates of fair value better reflect asset selling prices than 
historical costs, and interpret this as evidence consistent with 
greater reliability of fair value estimates, at least with respect 
to assets that are ultimately disposed. 

See Lin and Peasnell (2000) for a discussion of manage- 
rial strategic considerations in the timing asset revaluations. 
The study provides evidence that firms appear to time asset 
revaluations to offset the effects of so-called equity depletion 
arising from immediate write-off of goodwill. 

18 The ability to mark-to-market an asset suggests the exis- 
tence of a reasonably liquid market for the asset. From this 
perspective, mark-to-market values can be viewed as approx- 
imating Level 1 or Level 2 fair value estimates. 

19 Bernard et al. (1995) caution that drawing inferences 
from the Danish experience with fair value accounting for 
banks regarding the benefits of requiring fair value accounting 
for US banks is subject to many caveats. These include differ- 
ences in the relative size of the US and Danish banking sec- 
tors, as well as relative differences in US and Danish banking 
regulatory systems. 

20 See also the discussion above of the Barth et al. (1996) 
findings relating to loans fair values estimates by banks with 
lower regulatory capital. 
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provide theoretical and empirical support for 
measuring the fair value of employee stock option 
grants beyond grant date, with changes in fair 
value recognised in income along with amortisa- 
tion of grant date fair value. 

Because quoted prices for employee stock op- 
tions typically are not available because of non- 
tradability provisions, the fair value estimates are 
based on models that rely on inputs selected by re- 
porting firms. Aboody et al. (2006) find evidence 
that firms select model inputs.so as to manage the 
pro forma income number disclosed in the em- 
ployee stock option footnote. This finding is po- 
tentially relevant to accounting standard-setters as 
well as bank regulators in that it is additional evi- 
dence that managers facing incentives to manage 
earnings are likely to do so when fair values must 
be estimated using entity-supplied estimates of 
values or model inputs if quoted prices for assets 
or liabilities are not readily available. If man- 
agers have the incentive to use discretion when es- 
timating fair values of on- and off-balance sheet 
asset and liability amounts when such values are 
not recognised in the financial statements, it is rea- 
sonable to assume the incentive will only increase 
if fair value accounting is used for recognition of 
amounts on the balance sheet and in the income 
statement. 


4. Fair value implementation issues 
Estimating fair value, i.e., exit value, for assets and 
liabilities is relatively easy if they are actively 
traded in liquid markets. The problem becomes 
more complicated if active markets do not exist, 
which is why the FASB offers Level 2 and Level 3 
estimation categories in SFAS 157. Although ab- 
sence of active markets is an obvious problem for 
non-financial assets, the problem is no less obvi- 
ous for financial instruments, particularly if the fi- 
nancial instrument is a compound instrument 
comprising several embedded option-like features, 
values for which depend on inter-related default 
and price risk characteristics. 

In this section, I discuss issues relating to imple- 
mentation of fair value estimates when market 
prices for particular financial instruments are not 
readily available by focusing on findings from two 
related studies by Barth et al. (1998, 2000) on the 
use of binomial option pricing models to estimate 
fair values for corporate debt and its components. 
The issues I discuss should provide some insights 
to the FASB and IASB regarding the relevance and 
reliability of Level 3 fair value estimates. 


4.1, Binomial option pricing of corporate debt 
Barth et al. (1998) uses a binomial option pric- 
ing model to estimate the fair values of corporate 
debt and its components, 1.е., conversion, call, put, 
and sinking fund features, to provide evidence on 
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the relevance and reliability of estimated fair val- 
ues. A companion study, Barth et al. (2000), de- 
scribes details of how the binomial model is 
implemented. The 1998 empirical study is based 
on data from 1990 for a sample of 120 publicly 
traded US firms that have corporate debt with mul- 
tiple embedded option features. The binomial 
model the study implements is based on the mod- 
els of Cox et al. (1979) and Rendleman and Bartter 
(1979), and considers directly only default risk, 
but includes information in the interest rate yield 
curve. 

Findings from Barth et al. (1998) reveal compo- 
nent value estimates are relevant in that they rep- 
resent large fractions of estimated total bond fair 
value. In addition, implementing a fundamental 
components approach in which call options are 
classified as assets, conversion options as equity, 
and put options as debt, indicates there are materi- 
al changes to recognised balance sheet accounts 
and debt-to-equity ratios for sample firms?! The 
study also finds that estimates of component fair 
values depend on whether a bond has multiple fea- 
tures. For example, the value of the conversion 
feature for a convertible, callable bond depends on 
the value of the call feature and vice versa. In ad- 
dition, because components' values are interde- 
pendent, the order in which components are 
considered when estimating each bond's total fair 
value can materially affect each component’s esti- 
mated fair value. This issue is particularly impor- 
tant if a fundamental components approach is used 
for separate recognition of bond components as as- 
sets, liabilities, and equity. 





?! See FASB (1990, 2000) for a description of the funda- 
mental components approach to accounting for complex fi- 
nancial instruments. In addition to the FASB, several other 
standard-setters have considered or require separating com- 
pound financial instruments into components, including the 
CICA (Section 3860 of the CICA Handbook, ‘Financial 
Instruments — Disclosure and Presentation’) and the AASB 
(AASB Accounting Standard 1033, Presentation and 
Disclosure of Financial Instruments). Under the revised ver- 
sion of IAS 32 GASB, 20032), firms that issue compound fi- 
nancial instruments with debt and equity components must 
account for, and present separately, the components according 
to their substance based on the definitions of liability and eq- 
шу. 
22 Веже у, as noted above, Cotter and Richardson (2002) 
also suggest managers have superior information about non- 
investment property values and therefore rely on director esti- 
mates of fair value rather than appraisals for these assets. 
However, this does not preclude requiring managers to dis- 
close assumptions they make as inputs to the valuation 
process. 

23 This is not to suggest that informational asymmetry is pe- 
culiar to fair value estimation by managers. Informational 
asymmetry arises in accounting whenever managers have dis- 
cretion regarding the timing or amount of non-market adjust- 
ments to amounts arising from past transactions, e.g., 
allowances bad debt, allowances for loan losses, and impair- 
ment charges. 
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However, additional evidence in Barth et al. 
(1998) suggests model estimates of total bond 
value may lack reliability. In particular, when the 
authors re-estimate bond fair values excluding 
from the sample those bonds with available market 
prices (such bonds comprise approximately half of 
sample bonds), estimated bond values for those 
bonds that are not publicly traded differ signifi- 
cantly from value estimates when all bonds are in- 
cluded in the estimation procedure. This finding 
suggests that financial instruments’ fair value esti- 
mates are sensitive to whether actual market price 
information from other instruments an entity has 
on its balance sheet is available for use as model 
inputs. 

Barth et al. (1998) reach several conclusions re- 
garding limitations to implementation of binomial 
option pricing models for estimating bond fair val- 
ues that generalise to all financial instruments is- 
sued or held by an entity. First, the authors had to 
make several educated guesses for values of model 
inputs (e.g., conversion schedules and equity 
volatility). In principle, managers of the reporting 
entities likely have access to better information 
than financial statement users (including academic 
researchers), and the authors suggest that fair 
value estimates could improve if firms were re- 
quired to disclose them.” Second, models quickly 
become too complex and difficult to implement if 
they are to incorporate all of the dimensions of risk 
and value that can affect an instrument’s fair value. 
For example, presently, few models consider both 
interest rate and default risk. In addition, financial 
instruments’ fair values are interdependent. For 
example, the fair value of one debt instrument is- 
sued by an entity is dependent upon actions that 
holders of another debt instrument issued by that 
entity can take. The model Barth et al. (1998) im- 
plement considers some sources of bond value in- 
terdependence (e.g., debt priority) but basically 
ignores the issue because of its complexity. The 
issue of financial instruments’ value interdepend- 
ence is another illustration of the issue raised by 
Barth and Landsman (1995) that a financial instru- 
ment’s fair value — i.e., its exit value — may not ad- 
equately capture the value of the instrument to the 
entity that owns it. When an asset’s value-in-use 
departs significantly from its exit value because of 
value interdependence, fair value will be less in- 
formative to investors who are using the informa- 
tion to value the entity’s equity. 


4.2. Manipulation of model inputs 

Having to rely on managers’ estimates of asset 
and liability fair values introduces the general 
problem of informational asymmetry.”? That is, in 
the case of Level 3 fair value estimates, managers 
have private information regarding appropriate 
values to select for model inputs as well the true 
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underlying economic value of an asset (or liabili- 
ty) to the firm.” Informational asymmetry creates 
two somewhat different problems, adverse selec- 
tion and moral hazard. 

An important implication of adverse selection is 
that the market will tend to value apparently simi- 
lar, but different, assets held by two firms similar- 
ly when assessing their fair values and the values 
of the firms' equities. Thus, for example, in the ab- 
sence of credible and verifiable information, two 
property investment firms that are otherwise 
equivalent except one has a higher quality portfo- 
lio of investments than the other will have their 
stocks valued similarly by the securities market. 
How can the firm with the higher quality portfolio 
of investments signal its fair value estimates are a 
more reliable indicator of economic value? One 
solution is for the firm to sell a portion of its port- 
folio to establish that the selling price is close to 
the fair value estimate of the property sold. 
Another solution is to permit the firm to disclose 
its valuation assumptions, the quality of which can 
be verified by others. For example, the firm can se- 
lect a high cost external appraiser to value its prop- 
erties. Both of these solutions illustrate the same 
point: for the signal to be credible, it must be cost- 
ly, but less costly for the property investment firm 
with the higher quality investment portfolio. The 
investment firm with the lower quality portfolio 
could mimic the actions of the higher quality firm, 
but doing so would be more costly as the market 
would learn its portfolio of investments was of 
lower quality.” 

The problem of moral hazard is that managers 
will tend to use their private information to their 
personal advantage by manipulating the informa- 
tion that they disclose to the securities markets and 
regulators. For example, under a fair value meas- 
urement regime, managers have the incentive to 
value assets upward to increase income and their 
bonus-based compensation, and to time any im- 
pairments or upward revaluation reversals to min- 
imise the effect on their compensation, e.g., in a 
period when the firm's income is otherwise de- 
pressed and the manager will not get any bonus re- 


24 Managers also have private information regarding appro- 
priate Level 1 or Level 2 fair value estimates (see discussion 
of Cotter and Richardson, 2002, in footnote 22). 

?5 One can view the election of fair value or historical cost 
(with impairment) measurement that was permitted under ОК 
GAAP as an opportunity for higher quality firms to signal 
their quality through the selection of fair value. For example, 
suppose both a high quality and low quality property invest- 
ment firm selected fair value measurement and revalued their 
assets by the same amount. The firm with the lower quality 
property investment portfolio would be more likely to reverse 
the revaluation in future years, which would hurt the firm's 
credibility with the financial markets, thereby reducing its in- 
centive to revalue its assets, and possibly avoid election of fair 
value measurement. 
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gardless. This is the so-called ‘big bath’ problem. 

As noted above, the findings in Aboody et al. 
(2006), which indicate that managers select model 
parameters to manage estimates of disclosed em- 
ployee stock option fair values, raise the broader 
question of whether managers will behave similar- 
ly when selecting model parameters for fair value 
estimates of other financial instruments, including 
those whose values are recognised in the body of 
the financial statements. The Barth et al. (1998) 
conclusion that managers can provide better esti- 
mates of bond fair values because they have access 
to private information, presumes implicitly that 
managers apply their private information in a neu- 
tral fashion — i.e., they do not succumb to the 
temptation to manipulate bond fair value estimates 
for private gain. 

If fair value accounting for financial instruments 
or non-financial assets is generally applied for fi- 
nancial statement recognition, accounting stan- 
dard-setters and securities regulators face the 
challenge of determining how much latitude to 
give managers when they estimate fair values, bal- 
ancing the benefit of permitting managers to reveal 
private information, thereby mitigating the adverse 
selection problem, and the moral hazard cost of 
their exercising discretion to manipulate earnings 
and balance sheet ratios that affect contracting re- 
lationships with lenders and, in the case of finan- 
cial institutions, financial statement-based 
regulatory capital used by bank regulators interest- 
ed in stability of the banking system. 

Although the securities market tends to act as a 
disciplinary force to keep firms and its managers 
honest, it does so with a lag. One solution ad- 
vanced here to the problem of balancing the ad- 
verse selection and moral hazard problems is to 
require extensive disclosure of the underlying as- 
sumptions used when estimating fair values, 
whether the fair value estimates be Level 1, 2, or 
3. For example, in the case of Level 2 estimates, 
investors should be provided with sufficient infor- 
mation to determine which assets or liabilities are 
used as a basis for comparison. In the case of Level 
3 estimates, investors should have access to all rel- 
evant model inputs. The FASB appears to require 
ample disclosure in SFAS 157. For example, re- 
garding Level 3 estimates the FASB (FASB, 
2006a, p. 12, para. 32) requires that ‘the reporting 
entity shall disclose information that enables users 
of its financial statements to assess the inputs used 
to develop those measurements and for recurring 
fair value measurements using significant unob- 
servable inputs (Level 3).' Whether investors find 
SFAS 157 disclosures to be useful in assessing the 
relevance and reliability of the firms’ fair value 
estimates is an empirical matter that will undoubt- 
edly be the subject of much future study by ac- 
counting researchers. 
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4.3. Fair values measurement error 

One problem that remains even in the absence of 
managerial manipulation of fair value estimates is 
that fair value estimates of assets and liabilities are 
likely to contain measurement error. If the findings 
in Barth et al. (1995) relating to banks’ investment 
securities generalises to other bank assets and lia- 
bilities, implementation of a full fair value model 
for recognition of financial instruments at fair 
value could yield unrecognised gains/losses that 
could cause earnings (and, in the case of banks, 
regulatory capital) to be more volatile than earn- 
ings based on the current historical cost model. 
This would be expected to occur particularly if 
measurement error in assets’ fair values — which is 
likely to be positively correlated across assets — is 
not fully offset by measurement error in bank lia- 
bilities’ fair values. 

Of course, not all earnings volatility arising from 
the application of fair value accounting is the ге- 
sult of measurement error. Barth (2004) makes the 
observation that there are three primary sources of 
‘extra’ volatility associated with fair value-based 
accounting amounts relative to those determined 
under historical cost. The first is true underlying 
economic volatility that is reflected by changes in 
the fair value of assets and liabilities. The second 
is volatility induced by measurement error in esti- 
mates of those fair value changes. The third, in- 
duced volatility arising from using a 
mixed-attribute model, would be less of a concern 
if all instruments are recognised at fair value, or if 
a firm elects the fair value option that is permitted 
under IAS 39. 

Before leaving the discussion of measurement 
error, it is important to note that although fair 
value estimates of assets and liabilities likely con- 
tain measurement error relative to true economic 
values, so do historical cost-based book value esti- 
mates.?° The key question for policy makers and 
academic researchers alike is whether fair value- 
based financial statements improve information 
investors receive relative to information provided 
by historical cost-based financial statements. The 
overall conclusion from the research I review is 
that investors do indeed benefit from having ac- 
cess to fair value information. 


5. Concluding remarks 

This paper reviews the extant capital market liter- 
ature that examines the usefulness of fair value ас- 
counting information to investors. In doing so, I 
highlight findings that are of interest not just to ac- 
ademic researchers, but also to practitioners and 
standard-setters as they assess how current fair 
value standards require modification, and issues 





26 As noted above (footnote 23), historical cost-based esti- 
mates are also subject to managerial discretion. 


ACCOUNTING AND BUSINESS RESEARCH 


future standards need to address. Taken together, 
the research findings suggest that disclosed and 
recognised fair values are informative to investors, 
but that the level of informativeness is affected by 
the amount of measurement error and source of the 
estimates — management or external appraisers. I 
also provide a discussion or implementation issues 
of determining asset and liability fair values. 

Fortunately for academic accounting re- 
searchers, the IASB and FASB continue to issue 
standards relating to fair value measurement, dis- 
closure, and recognition, providing ample oppor- 
tunity for future research. Findings from extant 
studies of firms in the US, UK, and Australian cap- 
ital markets suggest that investors are provided 
with information that is somewhat reliable and rel- 
evant. Whether relevance and reliability of asset 
and liability fair values improves with the new 
measurement and disclosure standards and with 
fair value recognition extended to a broader set of 
assets and liabilities than has been the case to date 
remains to be seen. In addition, because standards 
issued by the IASB either are or will be required to 
be adopted by firms in a great number of countries 
around the world, researchers will have an oppor- 
tunity to examine how the relevance and reliabili- 
ty of disclosed and recognised fair value amounts 
vary across the many countries, where depth of 
markets for assets and liabilities and other institu- 
tional features that can affect fair value estimates 
are likely to differ. 


References 

Aboody, D., Barth, M.E. and Kasznik, R. (1999). 
*Revaluations of fixed assets and future firm perform- 
ance’. Journal of Accounting and Economics, 26:149-178. 

Aboody, D., Barth, М.Е. and Kasznik, В. (2004). ‘SFAS 
No. 123 Stock-based employee compensation and equity 
market values’. The Accounting Review, 79:251-275. 

Aboody, D., Barth, М.Е. and Kasznik, R. (2006). ‘Do firms 
understate stock-based compensation expense disclosed 
under SFAS 123?' Review of Accounting Studies, 
11:429-461. 

Ahmed, A.S., and Takeda, C. (1995). ‘Stock market valua- 
tion of gains and losses on commercial banks’ investment 
securities: an empirical analysis.’ Journal of Accounting 
and Economics, 20:207-225. 

AAA FASC. (2005). American Accounting Association 
Financial Accounting Standards Committee, ‘Response to 
the FASB’s Exposure Draft on Fair Value Measurements’. 
Accounting Horizons, 19:187-196. 

Barth, МЕ. (1991). ‘Relative measurement errors among 
alternative pension asset and liability measures’. The 
Accounting Review, 66:433-463. 

Barth, М.Е. (1994). ‘Fair value accounting: evidence from 
investment securities and the market valuation of banks’. 
The Accounting Review, 69:1—25. 

Barth, МЕ. (2004). ‘Fair values and financial statement 
volatility’, in The Market Discivline Across Countries and 
Industries. Borio, C., Hunter, W.C., Kaufman, G.G. and 
Tsatsaronis, К. (eds.) Cambridge, MA: MIT Press. 

Barth, M.E., Beaver, W.H. and Landsman, W.R. (1996). 
*Value-relevance of banks' fair value disclosures under 


Special Issue: International Accounting Policy Forum. 2007 


SFAS 107’. The Accounting Review, 71:513-537. 

Barth, M.E., Beaver, W.H. and Landsman, W.R. (2001). 
‘The relevance of the value relevance literature for ac- 
counting standard-setting: another view’. Journal of 
Accounting and Economics, 31:77—104. 

Barth, MLE. and Clinch, G. (1996). ‘International differ- 
ences in accounting standards: evidence from UK, 
Australian, and Canadian firms.’ Contemporary 
Accounting Research, (Spring): 135-170. 

Barth, M.E. and Clinch, G. (1998). ‘Revalued financial, 
tangible, and intangible assets: associations with share 
prices and non market-based value estimates’. Journal of 
Accounting Research, 36:199—233. 

Barth, М.Е. and Landsman, W.R. (1995). ‘Fundamental is- 
sues related to using fair value accounting for financial re- 
porting’. Accounting Horizons, 9:97-107. 

Barth, M.E., Landsman, W.R. and Rendleman, R.J.Jr. 
(1998). ‘Option pricing-based bond value estimates and a 
fundamental components approach to account for corpo- 
rate debt.’ The Accounting Review, 73:73-102. 

Barth, M.E., Landsman, W.R. and Rendleman, RJ Jr., 
2000. ‘Implementation of an option pricing-based bond 
valuation model for corporate debt and its components’. 
Accounting Horizons, 14:455—479. 

Barth, M.E., Landsman, W.R. and Wahlen. (1995). ‘Fair 
value accounting: effects on banks’ earnings volatility, 
regulatory capital, and value of contractual cash flows’. 
Journal of Banking and Finance, 19:577-605. 

Beaver, W.H. and Landsman, W.R. (1983). Incremental 
Information Content of Statement 33 Disclosures. 
Research Report, FASB: Stamford, CT. 

Beaver, W.H. and Ryan, S.G. (1985). ‘How well do 
Statement No. 33 earnings explain stock returns? 
Financial Analysts Journal, 41:66—71. 

Bell, T.B., Landsman, W.R. Miller, B.L. and Yeh, S. 
(2002). ‘The valuation implications of employee stock 
option accounting for profitable computer software 
firms'. The Accounting Review, 77:971—996. 

Bernard, V.L., Merton, В.С. and Palepu, К.С. (1995). 
*Mark-to-market accounting for banks and thrifts: lessons 
from the Danish experience'. Journal of Accounting 
Research, 33:1-32. 

Black, E.L., Sellers, К.Е. and Manly, T.S. (1998). ‘Earnings 
management using asset sales: an international study of 
countries allowing non-current asset revaluation’. Journal 
of Business Finance and Accounting, 25:1 287-1317. 

Cotter, J. and Richardson, S. (2002). ‘Reliability of Asset 
Revaluations: The Impact of Appraiser Independence.’ 
Review of Accounting Studies, 7:435-457. 

Cox, J.S., Ross, A.and Rubinstein, M. (1979). “Option pric- 
ing: a simplified approach. Journal of Financial 
Economics, 17:51-84. 

Dietrich, J.R., Harris, M.S. and Muller, K.A. III. (2001). 
The reliability of investment property fair value esti- 
mates’. Journal of Accounting and Economics, 
30:125-158. 

Easton, P.D., Eddey, Р.Н. and Harris, T.S. (1993). ‘An in- 
vestigation of revaluations of tangible long-lived asset’. 
Journal of Accounting Research, 31:1-38. 

Eccher, A., Ramesh, К. and Thiagarajan, 5. В. (1996). ‘Fair 
value disclosures by bank holding companies’. Journal of 
Accounting and Economics, 22:79—117. 

Ernst & Young. (2005). How Fair is Fair Value? IFRS 
Stakeholder Series, Ernst & Young, London, UK. 

FASB. (1979). Statement of Financial Accounting 
Standards No. 33, Financial Reporting and Changing 
Prices. Financial Accounting Standards Board: Stamford, 
Connecticut. 

FASB. (1985). Statement of Financial Accounting 


29 


Standards No. 87, Employers’ Accounting for Pensions. 
Financial Accounting Standards Board: Norwalk, 
Connecticut. 

FASB. (1990). Discussion Memorandum, Distinguishing 
between Liability and Equity Instruments and Accounting 
for Instruments with Characteristics of Both. Financial 
Accounting Standards Board: Norwalk, Connecticut. 

FASB. (1991). Statement of Financial Accounting 
Standards No. 107, Disclosures about Fair Value of 
Financial Instruments. Financial Accounting Standards 
Board: Norwalk, Connecticut. 

FASB. (1993). Statement of Financial Accounting 
Standards No. 115, Accounting for Certain Investments in 
Debt and Equity Securities. Financial Accounting 
Standards Board: Norwalk, Connecticut. 

FASB. (1994). Statement of Financial Accounting 
Standards No. 119, Disclosure about Derivative Financial 
Instruments and Fair Value of Financial Instruments. 
Financial Accounting Standards Board: Norwalk, 
Connecticut. 

FASB. (1995). Statement of Financial Accounting 
Standards No. 123, Accounting for Stock-based 
Compensation. Financial Accounting Standards Board: 
Norwalk, Connecticut. 

FASB. (1998). Statement of Financial Accounting 
Standards No. 133, Accounting for Derivative 
Instruments and Hedging Activities. Financial Accounting 
Standards Board: Norwalk, Connecticut. 

FASB. (2000). Proposed Statement of Financial 
Accounting Standards, Accounting for Financial 
Instruments with Characteristics of Liabilities, Equity, or 
Both. Financial Accounting Standards Board: Norwalk, 
Connecticut. 

FASB. (2004). Statement of Financial Accounting 
Standards No. 123 (revised), Share-Based Payment. 
Financial Accounting Standards Board: Norwalk, 
Connecticut. 

FASB. (2006a). Statement of Financial Accounting 
Standards No. 157, Fair Value Measurements. Financial 
Accounting Standards Board: Norwalk, Connecticut. 

FASB. (2006b). Proposed Statement of Financial 
Accounting Standards, The Fair Value Option for 
Financial Assets and Financial Liabilities. Financial 
Accounting Standards Board: Norwalk, Connecticut. 

FASB. (2006c). Statement of Financial Accounting 
Standards No. 158, Employers' Accounting for Defined 
Benefit Pension and Other Postretirement Plans — an 
amendment of FASB Statements No. 87, 88, 106, and 
132(R). Financial Accounting Standards Board: Norwalk, 
Connecticut. 

IASB. (2003a). International Accounting Standard 32: 
Financial Instruments: Disclosure and Presentation, 
International Accounting Standards Board: London, UK. 

IASB. (2003b). International Accounting Standard 39: 
Financial Instruments: Recognition and Measurement, 
International Accounting Standards Board: London, UK. 

IASB. (2004). International Financial Reporting Standard 
2, Accounting for Share-based Payment. International 
Accounting Standards Board: London, UK. 

IASB. (2005а). International Financial Reporting 
Standard 7 Financial Instruments: Disclosures. 
International Accounting Standards Board: London, UK. 

TASB. (2005b). International Accounting Standard 39: 
Financial Instruments: Recognition and Measurement — 
The Fair Value Option. International Accounting 
Standards Board: London, UK. 

IASB. (2006). Discussion Paper, Fair Value Measurements 
Part 1: Invitation to Comment. International Accounting 
Standards Board: London, UK. 


30 


Landsman, W. (1986). ‘An empirical investigation of pen- 
sion fund property rights’. The Accounting Review, 
61:662-691. 

Landsman, W.R., K. Peasnell, Pope, P. and Yeh S. (2006). 
“Which approach to accounting for employee stock op- 
tions best reflects market pricing?’ Review of Accounting 
Studies, 11:203-245. 

Lin, УМ. and Peasnell, К.М. (2000). ‘Fixed asset revalua- 
tion and equity depletion in the UK’. Journal of Business 
Finance and Accounting, 27:359-394. 

Muller, К.А. Ш. and Riedl, E.J. (2002). ‘External monitor- 
ing of property appraisal estimates and information asym- 
metry’. Journal of Accounting Research, 40:865—881. 

Nelson, K. (1996). *Fair value accounting for commercial 
banks: an empirical analysis of SFAS No. 107'. The 


ACCOUNTING AND BUSINESS RESEARCH 


Accounting Review, 71:161-82. 

Rendleman, R.J. and Bartter, B.J. (1979). "Two-state option 
pricing.’ Journal of Finance, 34:1,093-1,110. 

SEC. (2005). Report and Recommendations Pursuant to 
Section 401(c) of the Sarbanes-Oxley Act of 2002 On 
Arrangements with Off-Balance Sheet Implications, 
Special Purpose Entities, and Transparency of Filings by 
Issuers. United States Securities and Exchange 
Commission. 

Sloan, R.G. (1999). ‘Evaluating the reliability of current 
value estimates’. Journal of Accounting and Economics, 
26:193—200. 

Venkatachalam, M. (1996). ‘Value-relevance of banks’ 
derivatives disclosures’. Journal of Accounting and 
Economics, 22:327-55. 


Accounting and Business Research Special Issue: International Accounting Policy Forum. pp. 31-32. 2007 31 


Discussion of *Is fair value accounting 
information relevant and reliable? 
Evidence from capital market research’ 


Sarah Deans* 


Professor Landsman's paper concludes that dis- 
closed and recognised fair values are informative 
to investors, but that the level of informativeness is 
affected by (1) the degree of measurement error 
and (2) the source of the estimates - management 
or external, although the research findings are not 
entirely consistent on this point. The evidence in 
the paper relates to a large number of assets and li- 
abilities, mainly financial instruments, but some 
others as well, and reflects both US and interna- 
tional experience. 

Iam not surprised by these findings. For reasons 
that I shall explain, I would expect there to be 
some information content in the disclosures about 
fair value that are available at the moment, and I 
would also expect this to be less so if measure- 
ments are unreliable or potentially biased. 

The paper has prompted various questions in my 
mind from a practical perspective as a user of ac- 
counting information. First, is fair value informa- 
tion more relevant in some sectors than in others? 
Some of the studies are sector-specific. I would ex- 
pect fair value information to vary in relevance de- 
pending on sector. There is a limited number of 
sectors for which price-to-book measures are 
widely used for valuation purposes, and therefore 
I would expect fair value information for balance 
sheet items to be more value relevant in these sec- 
tors. The paper does not address this, and it would 
be helpful to know whether it helps to explain any 
of the research findings. 

Second, is fair value information — that is, cur- 
rent exit values — more useful for some assets and 
liabilities than for others? I would expect the ex- 
tent of usefulness of fair value information to de- 
pend on the types of assets and liabilities. Again, I 
do not think it is clear from the analysis in the 
paper whether this is the case, and it would be 
helpful to know the answer. 

We need to think about how the information is 


*The author is Head of Accounting and Valuation Research 
at JP Morgan. The comments that appear in this article are 
the personal views of the author and not those of JP Morgan. 
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used in practice by users of accounts. Most, or at 
least many, analysts use a discounted cash flow 
valuation approach. They will estimate future 
sales, future operating costs, the fundamentals of 
the core business, typically to arrive at an EBIT- 
DA figure (or something similar), which is then 
adjusted for expected working capital movements, 
forecast capital expenditure, tax, and so on. These 
cash flows are then discounted back to a present 
value in order to value the core enterprise. But the 
next step is to think about all the non-core items 
and other sources of financing, in order to arrive at 
an equity value. This will frequently involve ad- 
justing for the value of investments, associates, 
minority interest share of the business, options 
outstanding, pension fund deficits and so on. Most 
analysts will base these adjustments on current 
market values, where these are known. 

There are therefore some fair value measure- 
ments that investors routinely incorporate into 
their company valuations, though not necessarily 
relying on information in the accounts. So it is not 
surprising that some fair values are directly rele- 
vant. However, it is harder to see how knowing the 
fair values (the exit values) of some of the specif- 
ic operating assets and liabilities that generate the 
future cash flows helps in forecasting those cash 
flows. This information does not appear to be pre- 
dictive. It would therefore be useful to know more 
about where fair value is most useful in practice - 
in terms of different types of assets and liabilities. 

Third, although the paper's conclusion is that 
fair value information is value relevant, should we 
therefore conclude that the use of fair value should 
be extended to a broader range of assets and liabil- 
ities? The paper does not address this point, but it 
would be a natural conclusion that if fair value in- 
formation is value relevant, then we should think 
about expanding its use. 

On this point, I would urge some caution. The 
fair values that we have to date have been given, 
unsurprisingly, where the information previously 
was particularly inadequate or problematic. There 
has been a selection. Accounting standard setters 
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have required the measurement and disclosure of 
those fair values that might in general be more 
helpful. When we are thinking about the kind of 
fair value information that we get at present — em- 
ployee options expense, derivatives, fair values of 
pension assets — in the past the information for 
these items was wholly inadequate. So the case for 
fair value for some of these items is relatively 
clear-cut. The fair value information would only 
have to be a little bit relevant and a little bit reli- 
able to be more useful than the alternatives. When 
we are thinking of replacing historical cost infor- 
mation that is not seen to be so problematic with 
fair value, it is much harder to justify - the bar is 
that much higher. 

The issue is not just that fair values, particularly 
of the level 2 or level 3 variety (to use the termi- 
nology of SFAS 157), are less reliable or that there 
are problems about reliability. Clearly, this is an 
important issue, but there is another question about 
the impact on the usefulness of the profit and loss 
account. Investors want earnings to mean some- 
thing, and we have a problem with the mixed 
model - particularly with any extension of the use 
of fair values. This is not just my opinion. A 
PricewaterhouseCoopers survey! finds ‘pervasive 

` concerns [among investment professionals] about 
the adoption of any form of current value meas- 
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urement for illiquid assets and many liabilities’. 

Professor Landsman’s paper prompts another 
question. Many of the studies cited in it deal with 
the disclosure of fair values rather than informa- 
tion based on recognition - for example, employee 
stock options before they were required to be ex- 
pensed at fair value. I believe that employee op- 
tions should be expensed with recognition at fair 
value, but it is interesting that the research shows 
that the market seems to be relatively efficient in 
taking purely disclosed information. This is an im- 
portant point to bear in mind when we consider 
possible expansion of the use of fair values. What 
has to be recognised, and what can just be dis- 
closed? This is also a question where there seems 
to be a need for further research. 

In summary, there are some major questions that 
the research to date does not appear to have ad- 
cressed, particularly in identifying where fair 
value information is more useful and where it can 
te more helpful. Does it depend on the sector? Or 
Goes it depend on the assets and liabilities? And 
how far can the benefits of fair value information 
Ee obtained by disclosure rather than recognition? 


! PricewaterhouseCoopers, Measuring Assets and Liabilities: 
Investment Professionals' Views. London, February 2007. 
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of timing asset sales for income management pur- 
poses, !617 

One interesting study of Danish banks, Bernard 
et al. (1995), focuses on the impact of fair value 
accounting on bank regulatory capital as opposed 
to the value relevance of fair values for investors. 
Denmark is an interesting research setting because 
Danish bank regulators have used mark-to-market 
accounting to measure regulatory capital for a long 
period of time. Bernard et al. (1995) find that al- 
though there is evidence of earnings management, 
there is no reliable evidence that ‘mark-to-market’ 
numbers are managed to avoid regulatory capital 
constraints? In addition, when compared to US 
banks, Danish banks’ mark-to-market net equity 
book values are more reliable estimates of their eq- 
uity market values, thereby providing indirect evi- 
dence that fair value accounting could be 
beneficial to US investors and depositors.!? 


3.3. US-based stock option research 

As noted above, estimates of employee stock op- 
tions fair values have been required to be disclosed 
for several years under SFAS No. 123. Several 
studies examine the value relevance of such dis- 
closures, including Bell et al. (2002), Aboody et al. 
(2004), and Landsman et al. (2006). Findings in 
Bell et al. (2002) differ somewhat from those in 
Aboody et al. (2004), although both studies pro- 
vide evidence that employee option expense is 
value relevant to investors. Landsman et al. (2006) 


16 In another study using the same sample of firms as that 
used in Muller and Riedl (2002), Dietrich et al. (2001) find 
that UK investment property firms in the pre-1993 period ap- 
pear to select the valuation approach — historical cost or fair 
value — that results in smoother earnings. Because post-1993 
UK firms were required to disclose income from property 
sales separately on the income statement, the authors interpret 
this as evidence that changes in disclosure requirements al- 
tered manager's use of property sales to smooth earnings. 
Dietrich et al. (2001) also find evidence that property apprais- 
al estimates of fair value better reflect asset selling prices than 
historical costs, and interpret this as evidence consistent with 
greater reliability of fair value estimates, at least with respect 
to assets that are ultimately disposed. 

17 See Lin and Peasnell (2000) for a discussion of manage- 
rial strategic considerations in the timing asset revaluations. 
The study provides evidence that firms appear to time asset 
revaluations to offset the effects of so-called equity depletion 
arising from immediate write-off of goodwill. 

18 The ability to mark-to-market an asset suggests the exis- 
tence of a reasonably liquid market for the asset. From this 
perspective, mark-to-market values can be viewed as approx- 
imating Level 1 or Level 2 fair value estimates. 

1? Bernard et al. (1995) caution that drawing inferences 
from the Danish experience with fair value accounting for 
banks regarding the benefits of requiring fair value accounting 
for US banks is subject to many caveats. These include differ- 
ences in the relative size of the US and Danish banking sec- 
tors, as well as relative differences in US and Danish banking 
regulatory systems. 

20 See also the discussion above of the Barth et al. (1996) 
findings relating to loans fair values estimates by banks with 
lower regulatory capital. 
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provide theoretical and empirical support for 
measuring the fair value of employee stock option 
grants beyond grant date, with changes in fair 
value recognised in income along with amortisa- 
tion of grant date fair value. 

Because quoted prices for employee stock op- 
tions typically are not available because of non- 
tradability provisions, the fair value estimates are 
based on models that rely on inputs selected by re- 
porting firms. Aboody et al. (2006) find evidence 
that firms select model inputs so as to manage the 
pro forma income number disclosed in the em- 
ployee stock option footnote. This finding is po- 
tentially relevant to accounting standard-setters as 
well as bank regulators in that it is additional evi- 
dence that managers facing incentives to manage 
earnings are likely to do so when fair values must 
be estimated using entity-supplied estimates of 
values or model inputs if quoted prices for assets 
or liabilities are not readily available. If man- 
agers have the incentive to use discretion when es- 
timating fair values of on- and off-balance sheet 
asset and liability amounts when such values are 
not recognised in the financial statements, it is rea- 
sonable to assume the incentive will only increase 
if fair value accounting is used for recognition of 
amounts on the balance sheet and in the income 
statement. 


4. Fair value implementation issues 
Estimating fair value, i.e., exit value, for assets and 
liabilities is relatively easy if they are actively 
traded in liquid markets. The problem becomes 
more complicated if active markets do not exist, 
which is why the FASB offers Level 2 and Level 3 
estimation categories in SFAS 157. Although ab- 
sence of active markets is an obvious problem for 
non-financial assets, the problem is no less obvi- 
ous for financial instruments, particularly if the fi- 
nancial instrument is a compound instrument . 
comprising several embedded option-like features, 
values for which depend on inter-related default 
and price risk characteristics. 

In this section, I discuss issues relating to imple- 
mentation of fair value estimates when market 
prices for particular financial instruments are not 
readily available by focusing on findings from two 
related studies by Barth et al. (1998, 2000) on the 
use of binomial option pricing models to estimate 
fair values for corporate debt and its components. 
The issues I discuss should provide some insights 
to the FASB and IASB regarding the relevance and 
reliability of Level 3 fair value estimates. 


4.1. Binomial option pricing of corporate debt 
Barth et al. (1998) uses a binomial option pric- 
ing model to estimate the fair values of corporate 
debt and its components, i.e., conversion, call, put, 
and sinking fund features, to provide evidence on 
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the relevance and reliability of estimated fair val- 
ues. A companion study, Barth et al. (2000), de- 
scribes details of how the binomial model is 
implemented. The 1998 empirical study is based 
on data from 1990 for a sample of 120 publicly 
traded US firms that have corporate debt with mul- 
tiple embedded option features. The binomial 
model the study implements is based on the mod- 
els of Cox et al. (1979) and Rendleman and Bartter 
(1979), and considers directly only default risk, 
but includes information in the interest rate yield 
curve. 

Findings from Barth et al. (1998) reveal compo- 
nent value estimates are relevant in that they rep- 
resent large fractions of estimated total bond fair 
value. In addition, implementing a fundamental 
components approach in which call options are 
classified as assets, conversion options as equity, 
and put options as debt, indicates there are materi- 
al changes to recognised balance sheet accounts 
and debt-to-equity ratios for sample firms?! The 
study also finds that estimates of component fair 
values depend on whether a bond has multiple fea- 
tures. For example, the value of the conversion 
feature for a convertible, callable bond depends on 
the value of the call feature and vice versa. In ad- 
dition, because components’ values are interde- 
pendent, the order in which components are 
considered when estimating each bond’s total fair 
value can materially affect each component’s esti- 
mated fair value. This issue is particularly impor- 
tant if a fundamental components approach is used 
for separate recognition of bond components as as- 
sets, liabilities, and equity. 


21 See FASB (1990, 2000) for a description of the funda- 
mental components approach to accounting for complex fi- 
nancial instruments. In addition to the FASB, several other 
standard-setters have considered or require separating com- 
pound financial instruments into components, including the 
CICA (Section 3860 of the CICA Handbook, ‘Financial 
Instruments — Disclosure and Presentation’) and the AASB 
(AASB Accounting Standard 1033, Presentation and 
Disclosure of Financial Instruments). Under the revised ver- 
sion of IAS 32 (ASB, 2003a), firms that issue compound fi- 
nancial instruments with debt and equity components must 
account for, and present separately, the components according 
to their substance based on the definitions of liability and eq- 
шу. 
22 Ване у, as noted above, Cotter and Richardson (2002) 
also suggest managers have superior information about non- 
investment property values and therefore rely on director esti- 
mates of fair value rather than appraisals for these assets. 
However, this does not preclude requiring managers to dis- 
close assumptions they make as inputs to the valuation 
process. 

23 This is not to suggest that informational asymmetry is pe- 
culiar to fair value estimation by managers. Informational 
asymmetry arises in accounting whenever managers have dis- 
cretion regarding the timing or amount of non-market adjust- 
ments to amounts arising from past transactions, e.g., 
allowances bad debt, allowances for loan losses, and impair- 
ment charges. 
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However, additional evidence in Barth et al. 
(1998) suggests model estimates of total bond 
value may lack reliability. In particular, when the 
authors re-estimate bond fair values excluding 
from the sample those bonds with available market 
prices (such bonds comprise approximately half of 
sample bonds), estimated bond values for those 
bonds that are not publicly traded differ signifi- 
cantly from value estimates when all bonds are in- 
cluded in the estimation procedure. This finding 
suggests that financial instruments' fair value esti- 
mates are sensitive to whether actual market price 
information from other instruments an entity has 
on its balance sheet is available for use as model 
inputs. 

Barth et al. (1998) reach several conclusions re- 
garding limitations to implementation of binomial 
option pricing models for estimating bond fair val- 
ues that generalise to all financial instruments is- 
sued or held by an entity. First, the authors had to 
make several educated guesses for values of model 
inputs (e.g., conversion schedules and equity 
volatility). In principle, managers of the reporting 
entities likely have access to better information 
than financial statement users (including academic 
researchers), and the authors suggest that fair 
value estimates could improve if firms were re- 
quired to disclose ћет 22 Second, models quickly 
become too complex and difficult to implement if 
they are to incorporate all of the dimensions of risk 
and value that can affect an instrument's fair value. 
For example, presently, few models consider both 
interest rate and default risk. In addition, financial 
instruments' fair values are interdependent. Por 
example, the fair value of one debt instrument is- 
sued by an entity is dependent upon actions that 
holders of another debt instrument issued by that 
entity can take. The model Barth et al. (1998) im- 
plement considers some sources of bond value in- 
terdependence (e.g., debt priority) but basically 
ignores the issue because of its complexity. The 
issue of financial instruments’ value interdepend- 
ence is another illustration of the issue raised by 
Barth and Landsman (1995) that a financial instru- 
ment's fair value — i.e., its exit value — may not ad- 
equately capture the value of the instrument to the 
entity that owns it. When an asset's value-in-use 
departs significantly from its exit value because of 
value interdependence, fair value will be less in- 
formative to investors who are using the informa- 
tion to value the entity's equity. 


4.2. Manipulation of model inputs 

Having to rely on managers' estimates of asset 
and liability fair values introduces the general 
problem of informational asymmetry 2? That is, in 
the case of Level 3 fair value estimates, managers 
have private information regarding appropriate 
values to select for model inputs as well the true 
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underlying economic value of an asset (or liabili- 
ty) to the firm.” Informational asymmetry creates 
two somewhat different problems, adverse selec- 
tion and moral hazard. 

An important implication of adverse selection is 
that the market will tend to value apparently simi- 
lar, but different, assets held by two firms similar- 
ly when assessing their fair values and the values 
of the firms’ equities. Thus, for example, in the ab- 
sence of credible and verifiable information, two 
property investment firms that are otherwise 
equivalent except one has a higher quality portfo- 
lio of investments than the other will have their 
stocks valued similarly by the securities market. 
How can the firm with the higher quality portfolio 
of investments signal its fair value estimates are a 
more reliable indicator of economic value? One 
solution is for the firm to sell a portion of its port- 
folio to establish that the selling price is close to 
the fair value estimate of the property sold. 
Another solution is to permit the firm to disclose 
its valuation assumptions, the quality of which can 
be verified by others. For example, the firm can se- 
lect a high cost external appraiser to value its prop- 
erties. Both of these solutions illustrate the same 
point: for the signal to be credible, it must be cost- 
ly, but less costly for the property investment firm 
with the higher quality investment portfolio. The 
investment firm with the lower quality portfolio 
could mimic the actions of the higher quality firm, 
but doing so would be more costly as the market 
would learn its portfolio of investments was of 
lower quality.” 

The problem of moral hazard is that managers 
will tend to use their private information to their 
personal advantage by manipulating the informa- 
tion that they disclose to the securities markets and 
regulators. For example, under a fair value meas- 
urement regime, managers have the incentive to 
value assets upward to increase income and their 
bonus-based compensation, and to time any im- 
pairments or upward revaluation reversals to min- 
imise the effect on their compensation, e.g., in a 
period when the firm's income is otherwise de- 
pressed and the manager will not get any bonus re- 


24 Managers also have private information regarding appro- 
priate Level 1 or Level 2 fair value estimates (see discussion 
of Cotter and Richardson, 2002, in footnote 22). 

25 One can view the election of fair value or historical cost 
(with impairment) measurement that was permitted under UK 
GAAP as an opportunity for higher quality firms to signal 
their quality through the selection of fair value. For example, 
suppose both a high quality and low quality property invest- 
ment firm selected fair value measurement and revalued their 
assets by the same amount. The firm with the lower quality 
property investment portfolio would be more likely to reverse 
the revaluation in future years, which would hurt the firm's 
credibility with the financial markets, thereby reducing its in- 
centive to revalue its assets, and possibly avoid election of fair 
value measurement. 
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gardless. This is the so-called ‘big bath’ problem. 

As noted above, the findings in Aboody et al. 
(2006), which indicate that managers select model 
parameters to manage estimates of disclosed em- 
ployee stock option fair values, raise the broader 
question of whether managers will behave similar- 
ly when selecting model parameters for fair value 
estimates of other financial instruments, including 
those whose values are recognised in the body of 
the financial statements. The Barth et al. (1998) 
conclusion that managers can provide better esti- 
mates of bond fair values because they have access 
to private information, presumes implicitly that 
managers apply their private information in a neu- 
tral fashion — 1.е., they do not succumb to the 
temptation to manipulate bond fair value estimates 
for private gain. 

If fair value accounting for financial instruments 
or non-financial assets is generally applied for fi- 
nancial statement recognition, accounting stan- 
dard-setters and securities regulators face the 
challenge of determining how much latitude to 
give managers when they estimate fair values, bal- 
ancing the benefit of permitting managers to reveal 
private information, thereby mitigating the adverse 
selection problem, and the moral hazard cost of 
their exercising discretion to manipulate earnings 
and balance sheet ratios that affect contracting ге- 
lationships with lenders and, in the case of finan- 
cial institutions, financial statement-based 
regulatory capital used by bank regulators interest- 
ed in stability of the banking system. 

Although the securities market tends to act as a 
disciplinary force to keep firms and its managers 
honest, it does so with a lag. One solution ad- 
vanced here to the problem of balancing the ad- 
verse selection and moral hazard problems is to 
require extensive disclosure of the underlying as- 
sumptions used when estimating fair values, 
whether the fair value estimates be Level 1, 2, or 
3. For example, in the case of Level 2 estimates, 
investors should be provided with sufficient infor- 
mation to determine which assets or liabilities are 
used as a basis for comparison. In the case of Level 
3 estimates, investors should have access to all rel- 
evant model inputs. The FASB appears to require 
ample disclosure in SFAS 157. For example, re- 
garding Level 3 estimates the FASB (FASB, 
2006a, p. 12, para. 32) requires that ‘the reporting 
entity shall disclose information that enables users 
of its financial statements to assess the inputs used 
to develop those measurements and for recurring 
fair value measurements using significant unob- 
servable inputs (Level 3).' Whether investors find 
SFAS 157 disclosures to be useful in assessing the 
relevance and reliability of the firms' fair value 
estimates is an empirical matter that will undoubt- 
edly be the subject of much future study by ac- 
counting researchers. 
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4.3. Fair values measurement error 

One problem that remains even in the absence of 
managerial manipulation of fair value estimates is 
that fair value estimates of assets and liabilities are 
likely to contain measurement error. If the findings 
in Barth et al. (1995) relating to banks’ investment 
securities generalises to other bank assets and lia- 
bilities, implementation of a full fair value model 
for recognition of financial instruments at fair 
value could yield unrecognised gains/losses that 
could cause earnings (and, in the case of banks, 
regulatory capital) to be more volatile than earn- 
ings based on the current historical cost model. 
This would be expected to occur particularly if 
measurement error in assets’ fair values — which is 
likely to be positively correlated across assets — is 
not fully offset by measurement error in bank lia- 
bilities' fair values. 

Of course, not all earnings volatility arising from 
the application of fair value accounting is the re- 
sult of measurement error. Barth (2004) makes the 
observation that there are three primary sources of 
‘extra’ volatility associated with fair value-based 
accounting amounts relative to those determined 
under historical cost. The first is true underlying 
economic volatility that is reflected by changes in 
the fair value of assets and liabilities. The second 
is volatility induced by measurement error in esti- 
mates of those fair value changes. The third, in- 
duced volatility arising from using а 
mixed-attribute model, would be less of a concern 
if all instruments are recognised at fair value, or if 
a firm elects the fair value option that is permitted 
under IAS 39. 

Before leaving the discussion of measurement 
error, it is important to note that although fair 
value estimates of assets and liabilities likely con- 
tain measurement error relative to true economic 
values, so do historical cost-based book value esti- 
mates. The key question for policy makers and 
academic researchers alike is whether fair value- 
based financial statements improve information 
investors receive relative to information provided 
by historical cost-based financial statements. The 
overall conclusion from the research I review is 
that investors do indeed benefit from having ac- 
cess to fair value information. 


5. Concluding remarks 

This paper reviews the extant capital market liter- 
ature that examines the usefulness of fair value ac- 
counting information to investors. In doing so, I 
highlight findings that are of interest not just to ac- 
ademic researchers, but also to practitioners and 
standard-setters as they assess how current fair 
value standards require modification, and issues 


26 As noted above (footnote 23), historical cost-based esti- 
mates are also subject to managerial discretion. 
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future standards need to address. Taken together, 
the research findings suggest that disclosed and 
recognised fair values are informative to investors, 
but that the level of informativeness is affected by 
the amount of measurement error and source of the 
estimates — management or external appraisers. 1 
also provide a discussion of implementation issues 
of determining asset and liability fair values. 

Fortunately for academic accounting re- 
searchers, the IASB and FASB continue to issue 
standards relating to fair value measurement, dis- 
closure, and recognition, providing ample oppor- 
tunity for future research. Findings from extant 
studies of firms in the US, UK, and Australian cap- 
ital markets suggest that investors are provided 
with information that is somewhat reliable and rel- 
evant. Whether relevance and reliability of asset 
and liability fair values improves with the new 
measurement and disclosure standards and with 
fair value recognition extended to a broader set of 
assets and liabilities than has been the case to date 
remains to be seen. In addition, because standards 
issued by the IASB either are or will be required to 
be adopted by firms in a great number of countries 
around the world, researchers will have an oppor- 
tunity to examine how the relevance and reliabili- 
ty of disclosed and recognised fair value amounts 
vary across the many countries, where depth of 
markets for assets and liabilities and other institu- 
tional features that can affect fair value estimates 
are likely to differ. 
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Discussion of ‘Is fair value accounting 
information relevant and reliable? 
Evidence from capital market research’ 


Sarah Deans* 


Professor Landsman’s paper concludes that dis- 
closed and recognised fair values are informative 
to investors, but that the level of informativeness is 
affected by (1) the degree of measurement error 
and (2) the source of the estimates - management 
or external, although the research findings are not 
entirely consistent on this point. The evidence in 
the paper relates to a large number of assets and li- 
abilities, mainly financial instruments, but some 
others as well, and reflects both US and interna- 
tional experience. 

I am not surprised by these findings. For reasons 
that I shall explain, I would expect there to be 
some information content in the disclosures about 
fair value that are available at the moment, and I 
would also expect this to be less so if measure- 
ments are unreliable or potentially biased. 

The paper has prompted various questions in my 
mind from a practical perspective as a user of ас- 
counting information. First, is fair value informa- 
tion more relevant in some sectors than in others? 
Some of the studies are sector-specific. I would ex- 
pect fair value information to vary in relevance de- 
pending on sector. There is a limited number of 
sectors for which price-to-book measures are 
widely used for valuation purposes, and therefore 
I would expect fair value information for balance 
sheet items to be more value relevant in these sec- 
tors. The paper does not address this, and it would 
be helpful to know whether it helps to explain any 
of the research findings. 

Second, is fair value information — that is, cur- 
rent exit values — more useful for some assets and 
liabilities than for others? I would expect the ex- 
tent of usefulness of fair value information to de- 
pend on the types of assets and liabilities. Again, I 
do not think it is clear from the analysis in the 
paper whether this is the case, and it would be 
helpful to know the answer. 

We need to think about how the information is 


*The author is Head of Accounting and Valuation Research 
at JP Morgan. The comments that appear in this article are 
the personal views of the author and not those of JP Morgan. 
E-mail: sarah.deans@jpmorgan.com 


used in practice by users of accounts. Most, or at 
least many, analysts use a discounted cash flow 
valuation approach. They will estimate future 
sales, future operating costs, the fundamentals of 
the core business, typically to arrive at an EBIT- 
DA figure (or something similar), which is then 
adjusted for expected working capital movements, 
forecast capital expenditure, tax, and so on. These 
cash flows are then discounted back to a present 
value in order to value the core enterprise. But the 
next step is to think about all the non-core items 
and other sources of financing, in order to arrive at 
an equity value. This will frequently involve ad- 
justing for the value of investments, associates, 
minority interest share of the business, options 
outstanding, pension fund deficits and so on. Most 
analysts will base these adjustments on current 
market values, where these are known. 

There are therefore some fair value measure- 
ments that investors routinely incorporate into 
their company valuations, though not necessarily 
relying on information in the accounts. So it is not 
surprising that some fair values are directly rele- 
vant. However, it is harder to see how knowing the 
fair values (the exit values) of some of the specif- 
ic operating assets and liabilities that generate the 
future cash flows helps in forecasting those cash 
flows. This information does not appear to be pre- 
dictive. It would therefore be useful to know more 
about where fair value is most useful in practice - 
in terms of different types of assets and liabilities. 

Third, although the paper’s conclusion is that 
fair value information is value relevant, should we 
therefore conclude that the use of fair value should 
be extended to a broader range of assets and liabil- 
ities? The paper does not address this point, but it 
would be a natural conclusion that if fair value in- 
formation is value relevant, then we should think 
about expanding its use. 

On this point, I would urge some caution. The 
fair values that we have to date have been given, 
unsurprisingly, where the information previously 
was particularly inadequate or problematic. There 
has been a selection. Accounting standard setters 
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have required the measurement and disclosure of 
those fair values that might in general be more 
helpful. When we are thinking about the kind of 
fair value information that we get at present — em- 
ployee options expense, derivatives, fair values of 
pension assets — in the past the information for 
these items was wholly inadequate. So the case for 
fair value for some of these items is relatively 
clear-cut. The fair value information would only 
have to be a little bit relevant and a little bit reli- 
able to be more useful than the alternatives. When 
we are thinking of replacing historical cost infor- 
mation that is not seen to be so problematic with 
fair value, it is much harder to justify - the bar is 
that much higher. 

The issue is not just that fair values, particularly 
of the level 2 or level 3 variety (to use the termi- 
nology of SFAS 157), are less reliable or that there 
are problems about reliability. Clearly, this is an 
important issue, but there is another question about 
the impact on the usefulness of the profit and loss 
account. Investors want earnings to mean some- 
thing, and we have a problem with the mixed 
model - particularly with any extension of the use 
of fair values. This is not just my opinion. А 
PricewaterhouseCoopers survey! finds 'pervasive 
concerns [among investment professionals] about 
the adoption of any form of current value meas- 
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urement for illiquid assets and many liabilities’. 

Professor Landsman’s paper prompts another 
question. Many of the studies cited in it deal with 
the disclosure of fair values rather than informa- 
tion based on recognition - for example, employee 
stock options before they were required to be ex- 
pensed at fair value. I believe that employee op- 
tions should be expensed with recognition at fair 
value, but it is interesting that the research shows 
that the market seems to be relatively efficient in 
taking purely disclosed information. This is an im- 
portant point to bear in mind when we consider 
possible expansion of the use of fair values. What 
has to be recognised, and what can just be dis- 
closed? This is also a question where there seems 
to be a need for further research. 

In summary, there are some major questions that 
the research to date does not appear to have ad- 
dressed, particularly in identifying where fair 
value information is more useful and where it can 
be more helpful. Does it depend on the sector? Or 
does it depend on the assets and liabilities? And 
how far can the benefits of fair value information 
be obtained by disclosure rather than recognition? 


! PricewaterhouseCoopers, Measuring Assets and Liabilities: 
Investment Professionals’ Views. London, February 2007. 
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Financial reporting quality: is fair value 


a plus or a minus? 
Stephen H. Penman* 


Recent deliberations by both the International 
Accounting Standards Board (IASB) and the 
Financial Accounting Standard Board (FASB) in 
the United States have focused on how fair values 
of assets and liabilities should be measured. The 
issue of when, rather than how, fair value measure- 
ment should be applied is still far from resolved, 
however. Fair values have been mandated for 
some assets and liabilities under both IASB and 
FASB standards, but it is fair to say that principles 
governing the applicability of fair values have yet 
to be articulated: when is fair value accounting ap- 
propriate and when is it not? Or, in terms of my 
charge for this paper, under what circumstances is 
fair value a plus or a minus? 

To prepare for my task, I made a survey of pub- 
lic statements made for and against fair value ac- 
counting by a variety of standard setters, 
regulators, analysts, and preparers. The stated ‘mi- 
nuses’ typically point to the dangers of fair value 
estimates from marking to model rather than mark- 
ing to market, concerns about introducing ‘excess 
volatility’ into earnings, and feedback effects (on 
banks’ lending practices, for example) that could 
damage a business and, indeed, heighten systemat- 
ic risk. A few antagonists question whether fair 
values (for bank assets and liabilities, for example) 
really capture the economics of a business (in fos- 
tering core deposits and making loans). In counter- 
point, the proponents of fair value argue that fair 
value is a superior economic measure to historical 
cost. Consider the following arguments, often ad- 
vanced as ‘pluses’: 


* Investors are concerned with value, not costs, so 
report fair values. 


*The author is at the Graduate School of Business, 
Columbia University, shp38@columbia.edu This paper draws 
on some of the themes in a White Paper prepared for the 
Center for Excellence in Accounting and Security Analysis 
(CEASA) at Columbia Business School. See D. Nissim and S. 
Penman, The Boundaries of Fair Value Accounting, White 
Paper No. 2 (Center for Excellence in Accounting and 
Security Analysis, Columbia University, 2007). Comments re- 
ceived at the Information for Better Markets Conference have 
been helpful as has a close reading of the manuscript by 
Martin Walker and Pauline Weetman. 


* With the passage of time, historical prices be- 
come irrelevant in assessing an entity's current 
financial position. Prices provide up-to-date in- 
formation about the value of assets. · 


* Fair value accounting reports assets and liabili- 
ties in the way that an economist would look at 
them; fair values reflect true economic sub- 
stance. 


* Fair value accounting reports economic income: 
in accordance with the widely accepted Hicksian 
definition of income as a change in wealth, the 
change in fair value of net assets on the balance 
sheet yields income. Fair value accounting is a 
solution to the accountant's problem of income 
measurement, and is to be preferred to the hun- 
dreds of rules underlying historical cost income. 


* Fair value is a market-based measure that is not 
affected by factors specific to a particular entity; 
accordingly it represents an unbiased measure- 
ment that is consistent from period to period and 
across entities. 


So self-evident do these points seem to be that 
fair value accounting is often just presumed to be 
‘more relevant’. The words, ‘fair value’ sound 
good (who could be against ice-cream and fair 
value?!) while ‘historical cost’ sounds, well, passé. 
As it turns, out, however, each of these statements 
becomes qualified under scrutiny. Can economic 
argument lead to constructive arguments for im- 
plementing fair value accounting? 


1. Some preliminaries 

Pluses and minuses can only be evaluated against 
an alternative, so I will take the approach of asking 
if (or under what conditions) fair value accounting 
is an improvement over historical cost accounting. 
In discussions about fair value, people often pro- 
ceed at cross-purposes, so a few points need to be 
clear before we proceed. 


1.1. What is fair value? 

Three notions of fair value accounting enter the 
discussion, and one must be clear which is being 
entertained. 
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1. Fair value variously applied in a ‘mixed attrib- 
ute model’: 


In this treatment, fair value is used alternative- 
ly with historical cost for the same asset or lia- 
bility but at different times; the accounting is 
primarily historical cost accounting, but fair 
values are applied under certain conditions. 
Examples are fair values applied in fresh-start 
accounting (that then proceeds under historical 
cost accounting), impairment from historical 
cost to fair value (really a form of fresh-start 
accounting), using fair values to establish his- 
torical cost (for barter transactions and dona- 
tions, for example) or in the allocation of 
purchase price (between goodwill and tangible 
assets, for example), and reference to fair value 
to discipline estimates under historical cost ac- 
counting. 


2. Fair value continually applied as entry value: 


Assets are revalued at their replacement cost, 
with current costs then récorded in the income 
statement, with unrealised (holding) gains and 
losses also recognised. Revenue recognition 
and matching is maintained but income, based 
on current costs, is said to be a better indicator 
of the future and not path-dependent. 


3. Fair value continually applied as exit value: 


Assets and liabilities are remarked each period 
to current exit price, with unrealised gains and 
losses from the remarking recorded as part of 
(comprehensive) income. 


The pluses and minuses of fair value in applica- 


1 For example, impairment to fair value under application 
(1) fresh-starts the matching of expenses to future revenues 
when there is a downward revision in future revenues antici- 
pated, that is, cost have expired. Application (2) matches cur- 
rent costs rather than historical costs to (current) revenues. 
FASB Statement 33 (now suspended) was an experiment with 
application (2), but those issues are not part of the current de- 
bate. See Statement of Financial Accounting Standards No. 
33, Financial Reporting and Changing Prices (Norwalk, 
Conn.: FASB, September 1979). 

2 See Statement of Financial Accounting Standards No. 157, 
Fair Value Measurements (Norwalk, Conn.: FASB, September 
2006), paras 5-15 and Discussion paper, Fair Value 
Measurements Part 1: Invitation to Comment (London: IASB, 
November 2006). 

3 Statement 157 is explicit in stating that the standard deals 
with the measurement of fair value (when fair value measure- 
ments are applicable), not with the issue of when fair value 
measurements are applicable. IASB discussion documents 
have the same flavour. However, the application question is 
very much open and (presumably) part of the conceptual 
framework agenda. 

* Under application (3), some assets or liabilities might be 
carried at fair value (continually) while others are carried at 
historical cost (continually). So, marketable securities might 
be marked to market, with inventories at historical cost. This 
form of a ‘mixed attribute model’ differs from moving be- 
tween fair value and historical cost for the same asset and lia- 
bility. 
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tions (1) and (2) can be debated, but note that both 
are really modified cost accounting; both maintain 
standard revenue recognition — applying exit 
prices to recognise value from business activity 
only on actual exit of the product or service to the 
market — but with modifications to the expense 
matching.’ Application 3 applies exit values to 
continually remark assets and liabilities but with- 
out actual exit (realisation). 

The FASB, in its recent Statement 157, Fair 
Value Measurements endorses fair value as exit 
value, with a seeming nod from the IASB subject 
to some minor reservations:* 


‘Fair value is the price that would be received to 
sell an asset or paid to transfer a liability in an 
orderly transaction between market participants 
at the measurement date.’ 


While the IASB and FASB presumably envision 
exit values being applied ta determine fair value in 
the mixed attribute model (1), I will limit my com- 
ments to fair value applied in (3)? It is the recog- 
nition of exit values without an historical exit 
transaction that places this fair value accounting in 
such contrast to historical cost accounting. The 
top-line notion of revenue disappears, and income 
is simply the change in fair values on the balance 
sheet. Accordingly, the accounting issues are quite 
different. Continually remarking equity invest- 
ments to fair value rather than using the equity 
method involves different issues from impairing 
equity method investments for a permanent loss 
under mixed attribute accounting. And so with 
marking inventories, core deposits, bank loans, in- 
surance contracts, debt, and so on to fair value on 
a continual basis. *Fair value accounting' as envi- 
sioned in application (3) is a potential shift in par- 
adigm.* 


1.2. Fair value to whom? 

As with any policy issue, prescriptions cannot be 
made without an understanding of the objectives 
of the exercise. To whom are we reporting? Whose 
pluses and whose minuses? Different users may 
demand different accounting reports, and confu- 
sion reigns if issues are discussed at cross purpos- 
es. A shareholder might recognise a gain from a 
fall in the market value of debt as creditworthiness 
deteriorates, but not the creditor. Bank sharehold- 
ers might wish to see bank deposits at fair value, 
but not the depositors. A bank regulator would also 
be concerned about reporting deposits at less than 
face value if such reporting affected depositors’ 
confidence in the banking system. While an in- 
vestor might welcome the information about 
volatility that fair value accounting reveals, not so 
a central banker who might be concerned about 
feedback effects on systematic risk. A bank regula- 
tor might be concerned about marking up banks’ 
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capital during speculative times with the resulting 
incentive for profligate lending? 

In this talk, I take a shareholder perspective: 
what are the pluses and minuses of using fair value 
accounting (rather than historical cost accounting) 
for reporting to shareholders? This, I submit, is 
hardly controversial; the shareholders are the own- 
ers to whom management and auditors report. But 
it does mean that, if standard setters have a broad- 
er set of constituents in mind, with an objective of 
general purpose financial reporting, then they may 
see the issues differently. 


1.3. My approach 

Normative statements about accounting issues 
are often statements of the author’s received wis- 
dom combined with some a priori thinking: here is 
what I think about the matter, says the author, sup- 
ported by some inductive and deductive logic. This 
approach, applied in the ‘accounting theory’ era of 
the 1950s to the 1970s, gave us numerous prescrip- 
tions but little resolution. It would be helpful to 
refer to concrete research results for answers, but 
theoretical and empirical research has not delivered 
a definite resolution either. Recent accounting- 
based valuation theory has given us some insight to 
which I will refer later. Empirical research (of the 
type discussed by Wayne Landsman) documents 
correlations between fair value measurements and 
stock prices that are useful for understanding 
whether fair values are ‘relevant to investors’. But 
it does not give us much of a handle on the policy 
question of whether fair values should be reported 
in place of historical cost accounting (which, re- 
search shows, is also relevant to investors).$ 

My approach, I must confess, is largely a priori. 
But I hope to get some bite by taking what might 
be referred to as a demand approach. Accounting, 
as I see it, is a product and products are a matter of 
design. The design — and the quality of the product 
— should be judged on how well it serves the cus- 
tomer. So, with the customer identified as the 
shareholder (above), I ask which product features 
— fair value or historical cost — help (or frustrate) 
the customer. Unfortunately, inferring demand 
from statements made in the current regulatory en- 
vironment is difficult, given that regulation affects 
behaviour. We do observe the voluntary applica- 
tion of fair value accounting (without the coercion 
of regulation) in some situations — unregulated 
hedge funds use fair value accounting, for example 
— and so we can defer to ‘the market’ for lessons. 
Such observations are limited, however, so I resort 
to a priori analysis. But I do so with an eye to the 
shareholder; I presume that shareholders require 
accounting information for two purposes: 


1. Valuation. Shareholders use accounting infor- 
mation to inform them about the (fair) value of 
the equity: What is the equity worth? 


35 


2. Stewardship. Shareholders use accounting in- 
formation to assess the stewardship of manage- 
ment, the owners' employees: How efficient 
have managers been in making investments 
and conducting operations to add value for 
shareholders? 


More concretely, I force an orientation to practi- 
cal tasks for which information is demanded: To 
what extent does fair value accounting aid or frus- 
trate the tasks of equity valuation and monitoring 
managers' stewardship? This focus, also, is hardly 
controversial. The first task is that of the equity an- 
alyst, the second the pursuit of those involved in 
corporate governance on behalf of shareholders. 

In view of the above, many of the points I make 
below are not particularly original. I want to be a 
little more analytical than simply listing the stan- 
dard litany of complaints about and statements in 
favour of fair value accounting. But, in doing so, 
some well-worn points come to the surface. By 
presenting them in a more organised framework, 
my hope is that they will be more imperative. 


1 4. Information for better markets 

It is often said that financial reporting should have 
the objective of providing all relevant information 
to capital markets. So (it follows), if both historical 
cost information and fair values are relevant, both 
should be reported. Nothing here subtracts from that 
position (if one wants to adopt it). The issue is 
which measurement basis should go through the 
discipline of the accounting system to determine the 
summary, bottom-line numbers, earnings and book 
value on which investors and analysts focus (for 
whatever bounded rationality reason). Alternatives 
to the accounting information (within the system) 
can, of course, be supplied in footnotes, much like 
some fair value information is now disclosed. 


2. The conceptual merits of fair 
value accounting versus historical 


cost accounting 
As with most accounting issues, it is important to 
distinguish conceptual issues from those that have 


5 Papers that deal with fair value from the view of the cen- 
tral banker and bank regulator include A. Enria et al., Fair 
Value and Financial Stability Occasional Paper Series No. 13, 
European Central Bank, April 2004; G. Plantin, H. Sapra, and 
H. Shin, ‘Marking to market, liquidity, and financial stability’, 
Monetary and Economic Studies (Special Edition), October 
2005; K. Burkhardt and К. Strausz, ‘The effect of fair vs. book 
value accounting on banks', unpublished paper, Free 
University of Berlin, April 2004; and 'Fair value accounting 
for financial instruments: some implications for bank regula- 
tion’, BIS Working paper No.209, August 2006. 

$ Indeed, inferences from the empirical research are limited 
because stock prices, from which ‘relevance’ is inferred, are de- 
termined from information under current accounting practices, 
and those prices might be different under alternative practices. 


36 


to do with measurement. Here I ‘conceptualise’ 
how both fair value accounting and historical cost 
accounting would satisfy the valuation and stew- 
ardship goals of shareholder reporting, in principle 
(if measurement were no problem). I then overlay 
the concepts with measurement in Section 3. 


2.1. The concepts behind fair value accounting 

Putting aside measurement issues, fair value ac- 
counting conveys information about equity value 
and managements’ stewardship by stating all as- 
sets and liabilities on the balance sheet as their 
value to shareholders: 


* the balance sheet becomes the primary vehicle 
for conveying information to shareholders; 


* with all assets and liabilities recorded on the 
balance sheet at fair value, the book value of eq- 
uity reports the value of equity (the Price/Book 
ratio = 1.0); 


* the income (profit and loss) statement reports 
'economic income' because it is simply the 
change in value over a period; 


* following the economic principle that current 
changes in value do not predict future changes in 
value, earnings cannot forecast future earnings. 
But this is of no concern for valuation, because 
the balance sheet provides the valuation; 


* (unexpected) earnings, being a shock to value, 
reports on tbe risk of the equity investment. 
Volatility in earnings is informative for value at 
risk; 


* the P/E ratio is Price/Shock-to-value, that is, a 
realisation of value at risk (with a very different 
interpretation to that under historical cost); 


* income reports the stewardship of management 
in adding value for shareholders. 


In short, the balance sheet satisfies the valuation 
objective and the income statement provides infor- 
mation about risk exposure and management per- 
formance. 





7 This idea is close to that of ‘value in use’ but with a focus 
on the shareholder rather than on the entity. The value-in-use 
concept (or its variant, ‘deprival value’) appears (for example) 
in Accounting Standards Board, Statement of Principles for 
Financial Reporting (London: ASB, 1999), Australian 
Accounting Research Foundation, Accounting Theory 
Monograph No. 10, Measurement in Financial Accounting 
(AARF, 1998) and has long been part of the discussion, for ex- 
ample in J. Horton and В. Macve, ‘ ‘Fair value’ for financial 
instruments: how erasing theory is leading to unworkable 
global accounting standards for performance reporting', 
Australian Accounting Review 10 (July 2000): 26-39 and В. 
Macve and С. Serafeim, ‘“Deprival value" vs "fair value” 
measurement for contract liabilities in resolving the "revenue 
recognition" conundrum: towards a general solution'. 
Unpublished paper, London School of Economics, June 2006. 
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The accounting for investment funds — mutual 
funds and hedge funds — applies this strict fair 
value accounting, and investors are willing to trade 
in and out of these funds at book value (‘net asset 
value") with the presumption that book value 
equals value (with no gains and losses between 
Shareholders). Purther, the income (returns) for 
these funds is accepted as a comprehensive meas- 
ure of the fund managers’ investment perform- 
ance, both the investment success and the 
volatility to which investors have been subjected. 
The accounting is sufficient; one does not require 
a balanced scorecard. 


2.2. The concepts behind historical cost 
accounting 

Historical cost accounting is often misinterpret- 
ed in the debate, with the criticism that it reports a 
balance sheet with old, historical costs rather than 
current values. This statement is correct, but belies 
an understanding about how historical cost works 
for valuation and performance assessment. Under 
historical cost accounting, 


* the income statement is the primary vehicle for 
conveying information about value to sharehold- 
ers, not the balance sheet; 


* earnings report how well the firm has performed 
in arbitraging prices in input (supplier) markets 
and output (customer) markets; that is, historical 
cost earnings reports the value-added buying in- 
puts at one price, transforming them according 
to a business model, and selling them at another 
price; 

* in contrast to fair value accounting, current in- 
come forecasts future income on which a valua- 
tion can be made; 


* the P/B ratio is typically not equal to 1.0 and the 
P/E ratio takes current earnings as a base and 
multiplies it according to the forecast of future 
earnings; 


* earnings do not report shocks to value, but 
shocks to trading in input and output markets; 


* earnings measure the stewardship of manage- 
ment in arbitraging input and output markets, 
that is, in adding value in markets. 


Historical cost accounting views value as gener- 
ated in business by purchasing inputs (from suppli- 
ers), transforming them according to a business 
plan, and selling the consequent product (to cus- 
tomers) over cost; in short, value is added by arbi- 
traging (entry and exit) prices in input and output 
markets for goods and services according to a 
business plan. Historical cost accounting does not 
report the (present) value of expected outcomes 
from the business plan. Rather, it reports on 
progress that has been made in executing the plan, 
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recognising value added (earnings) from actual 
transactions in the input and output markets being 
arbitraged. The income statement comes to the 
fore with a matching of revenues (value received 
from transactional exit prices) with costs (value 
surrendered in transactional input prices). The bal- 
ance sheet is not a statement of values (for the 
large part), by design, but rather a by-product of 
this matching, with liabilities such as accrued ex- 
penses, deferred revenues, and deferred taxes gain- 
ing their legitimacy from the matching process 
rather than as representations of the value of obli- 
gations. 

The term, ‘historical cost’ is unfortunately pejo- 
rative. A better term, one that captures the essence, 
is ‘historical transactions accounting’, for the ac- 
counting reports a history of transactions, and it is 
that history of engaging with markets from which 
valuations are made and management performance 
assessed. 


3.3. The demand for fair values 

A demand for fair values could be imputed if 
historical cost information is shown to be deficient 
for valuation and performance evaluation, with 
fair values providing the remedy. Here I compare 
the two for purposes of valuation. 

To separate concepts from measurement issues, 
it is helpful to compare fair value accounting and 
historical cost accounting implemented in their 
ideal form. Ideal fair value accounting reports a 
book value that is sufficient to value a firm but 
earnings that are useless for the purpose. Ideal his- 
torical cost accounting produces a balance sheet 
that does not report value, but earnings that are 
sufficient to value a firm. Consider the following 
equity valuation model based on expected earn- 
ings (that is a legitimate one in valuation theory in 
the sense that it gives the same value as that based 
on expected dividends): 


(A) 


Value, = Expected Earnings,,; 
r 


Here r is the required return for the equity holders. 
Under ideal fair value accounting, earnings are 
forecasted from the current book value: 


Expected Earnings, = r x Book Value, 


(B) 


That is, book value (ideally measured at fair 
value) is sufficient for forecasting earnings and for 
valuation. Under ideal historical cost accounting 
earnings are forecasted from current earnings: 


8 One must accommodate retention that yields additional 
earnings; the forecast here is for the case of full payout. 
Valuation under ideal fair value accounting and ideal histori- 
cal cost accounting is modelled in J. Ohlson and X. Zhang, 
‘Accrual accounting and equity valuation, Journal of 
Accounting Research, 36 (Supplement 1998): 85-111. 
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That is, current earnings (ideally measured) are 
sufficient for forecasting earnings and for valua- 
tion. In the parlance, current earnings indicate per- 
manent earnings? Accordingly, under historical 
cost accounting equity value is determined by cap- 
italising current earnings: 


Expected Earnings,,, = Earnings, 


(D) 


Value, = Earnings, 
r 
The lessons are: 


1. It is not necessary to state the balance sheet at 
fair value to satisfy the valuation objective. 
Valuations can be made from the historical cost 
income statement. 


2. Assuming that one knows the required equity 
return, there is no reason, in principle, to say 
that fair value accounting is better than histori- 
cal cost accounting. The resolution must turn 
on how measurement strays from the ideal. 
Historical cost comes with considerable meas- 
urement issues; does fair value measurement 
provide a solution? 


3. If one does not know the required return (and 
we don’t!), fair value accounting has a distinct 
advantage. Valuation under historical cost ac- 
counting requires a required return (to convert 
earnings, a value flow, to a stock of value). Fair 
value accounting delivers the value directly 
from the balance sheet without relying on a re- 
quired return (as with the mark-to-market in- 
vestment fund). That is, the forecast of earnings 
in (B) is not necessary, for book value already 
reports the value. As a bonus, realisations on 
value at risk are reported in the income state- 
ment to give an indication of what the required 
return should be. 


In short, fair value accounting is a plus, imple- 
mentation issues aside. However, historical cost 
accounting has features that provide an alternative 
should ideal fair value accounting not be attain- 
able. Many of the statements about fair value ac- 
counting in the bullet points in the introduction to 
this paper are misdirected, at least at the conceptu- 
al level. 

As an illustration of this last statement — and to 
focus on the practical valuation task — the appen- 
dix carries out a valuation of the Coca-Cola 
Company using historical cost numbers. Coke has 
a lot of value missing from the balance sheet — its 
price-to-book ratio is currently 6.3 — mainly be- 
cause US GAAP does not allow its brand asset to 
be carried on the balance sheet. Those who com- 
plain that accounting is poor because intangible as- 
sets are missing from the balance sheet might 
argue that brands should be booked (as in the UK 
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before IFRS). After reading the Appendix, I hope 
you will be impressed by how readily Coke can be 
valued without getting the balance sheet straight. 
To point (1) above: missing (intangible) assets in 
the balance sheet are no problem (for valuation) if 
the earnings from those assets are reported in the 
income statement. Note that the Coke case is not 
one where valuation model (D) with ideal histori- 
cal cost accounting applies. That model implies 
a forward P/E of 10 (for a 10% required return, 
say), but Coke’s P/E is 19.3. Nor is it a case where 
the forecast (C) strictly applies. But the imperfec- 
tions of historical cost accounting can be accom- 
modated. 

А core accounting concept underlies the use of 
historical cost accounting in valuation: the can- 
celling error property. Provided that earnings are 
comprehensive (clean-surplus) earnings, it is al- 
ways true that 


Stock return, = Earnings, + (P, - B) - (P, , — B, ) 


where P is equity price and B is the book value of 
equity? With fair value accounting, P — B at all 
points in time, so earnings always equal the stock 
return — just like earnings for the mark-to-market 
investment fund always equals the market return 
on the assets (cum-dividend). However, P = B is 
not necessary; provided that the error in the bal- 
ance sheet, P — B is the same at the end of the pe- 
riod as at the beginning, capitalising earnings still 
works. Historical cost reports a balance sheet with 
error, but the focus is on earnings. We teach the 
cancelling error property to our first-year account- 
ing students by pointing out that earnings is the 
same whether one expenses R&D immediately or 
capitalises it and amortises, provided there is no 
growth; that is, balance sheet errors cancel. 
Growth changes this (and therefore growth intro- 
duces a change in price premium over book value). 


? T believe this equation first appears in P. Easton, T. Harris, 
and J. Ohlson, ‘Accounting earnings can explain most of secu- 
rity returns: the case of long event windows,’ Journal of 
Accounting and Economics, 15 (June-September 1992): 
119—142, but textbooks of old used to discuss the cancelling 
error property. 


10 Statement 157 defines the three levels as follows: 


Level linputs are quoted prices (unadjusted) observed in ac- 
tive markets for identical assets and liabilities. 


Level 2 inputs are inputs other than Level 1 quoted prices that 
are observable, directly or indirectly; examples include quot- 
ed prices for similar assets or liabilities in active markets, 
quoted prices for identical or similar assets or liabilities in 
markets that are not active, inputs such as observed interest 
rates, credit risks, volatilities, and default rates, and inputs cor- 
roborated by observable market data by correlation or other 
means. 


Level 3 inputs are unobservable inputs for the asset or liabili- 
ty, reflecting the firm’s own assumptions about the assump- 
tions that market participants would use in pricing the assets 
or liability. 
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But growth can be accommodated in valuation, as 
the Coca-Cola example shows. 


3. Fair value measurements 

Concepts are the place to start, but the rubber hits 
the road with measurement. If ideal fair value ac- 
counting can be implemented, all is OK, for noth- 
ing is lost by abandoning historical cost 
accounting, and something is gained; we have a 
net plus. However, if fair value measurements do 
not achieve the ideal and at the same time we lose 
the information provided by historical cost ac- 
counting, damage can be done. 

After defining fair value as market exit price, 
the recent FASB Standard 157, Fair Value 
Measurements, then identities three levels of ‘in- 
puts’ to determine market price, distinguished by 
increasing levels of subjectivity. Levels 2 and 3 
refer to estimates of hypothetical market prices. 
The criticisms of subjective measurement are well 
known, and the FASB’s Level 3, in particular, rais- 
es concerns. To sort out the pluses and minuses, it 
is worthwhile to focus on Level 1 measurement — 
where market prices for identical assets and liabil- 
ities are observed in active markets — for, if fair 
value accounting is not appropriate in that case, 
concerns are just magnified when subjective esti- 
mates are made. 


3.1. Pluses and minuses of Level 1 fair value 
measurements 

Implementation of fair value accounting (as pro- 
posed by the FASB and IASB) involves two ques- 
tions. The first is whether exit value measures 
value to shareholders. The second is whether fair 
values can be applied at the level of aggregate as- 
sets and liabilities that jointly produce value for 
shareholders — an issue of matching. 


Fair value as exit value 

One could envision the implementation of ideal 
fair value accounting with subjective estimates of 
fair values of assets and liabilities (for sharehold- 
ers), but that flies in the face of the idea that ac- 
counting information should be based on 
objective, reliable evidence. The FASB and IASB 
commendably maintain the ‘reliability’ criterion 
by requiring that fair value be backed up with an 
observed market price (at least in their Level 1 im- 
plementation). However, equating fair value to 
market value is quite constraining, for it equates 
value (to shareholders) to market (exit) price. 

Plus: Fair (market) values are a plus when value 
to the shareholders is determined solely by expo- 
sure to market price; that is, shareholder value is 
one-to-one with market prices. 

A marketable bond in which a firm invests its 
“excess cash’ is exposed to changes in market price 
that determines the amount of cash on liquidation, 
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and shareholder welfare is tied to the market price, 
one-for-one. Accordingly, fair value is appropriate. 
It is similarly appropriate for shares held in a trad- 
ing portfolio where the investor gets the return, 
one-for-one, from the change in market price. 

Minus: Fair (market) values are a minus when 
the firm arbitrages market prices. That is, fair 
value is not appropriate when the firm adds value 
(for shareholders) by buying at (input) market 
prices and selling at (output) market prices. 

Raw material used in manufacturing does not get 
its value from a change in its exit market price, but 
as an input into a process that adds value to its 
market price by producing a product and selling it 
to customers; change in shareholder value is not 
one-to-one with the change in the market price of 
the input. With respect to stewardship, the manag- 
er should not be rewarded on the basis of changes 
in the market price of the raw material, but for 
adding value (earnings) from buying the input 
favourably and selling it, transformed, to cus- 
tomers with a mark-up. 

The one-to-one condition says that fair value is a 
minus where firms are involved in (expectational) 
arbitrage (of input and output) prices in their busi- 
ness model; that is, the business model adds value 
to market prices. Or stated differently, fair value is 
` not appropriate when there is a top-line notion of a 
customer from whom value is received in an exit 
price, with value added over an input price. Fair 
value is appropriate when value comes from prop- 
erty rights and obligations, and value is added or 
lost (solely) from fluctuations in the market values 
of those rights and obligations.!! 

Here are some cases where the one-to-one con- 
dition for Ға: value applies: 


1. Investments in securities in a trading portfolio 
and derivative instruments on such securities. 


2. Pension assets: The firm has performed by con- 
tributing to the fund and has no influence on 
the performance of the fund, but shareholder 
welfare is affected directly by changes in the 
market value of the fund. 


3. Investments by an insurance company. In the 
business model these securities are value in re- 
serve and that value depends on market price. 


4. Real estate held for speculation with no plan 
for developing or utilising the real estate. 


5. Options that give the counter party (but not the 





И The perspective is similar to that under Coase's transac- 
tions cost theory of the firm. Firms exist because markets are 
not perfect and thus prices do not measure value under all con- 
ditions. Firms and their hierarchies are more efficient than 
markets in some respect, entrepreneurs exploit those efficien- 
cies, and historical cost accounting reports the efficiency of 
firms is dealing with imperfect prices. 
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firm) the call rights; the firm is a passive count- 
er party. Warrants and call and put options on 
the firm's own stock are an example. Freddie 
Mac and Fannie Mae mortgages are of this 
type. These are essentially traded put options 
on real estate — the right of property owners to 
sell property back to these institutions. 
Shareholders' welfare is determined by the 
counter party's call, not the firm's. The market 
value of the instrument reflects the probability 
of this call and changes in the market value re- 
flect changes in shareholders' welfare as this 
probability changes. 


Below are some cases where the one-to-one con- 
dition for fair value does not apply: 


1. Inventory: the firm adds value by finding a cus- 
tomer. 


2. Investment in a subsidiary where the firm has 
influence. 


3. Assets and liabilities whose value changes as 
interest rates change but there is also a numer- 
ator effect (on future earnings) as well as a de- 
nominator effect from change in interest rates. 
These typically are instruments that involve 
customer relationships. Examples: commercial 
loans, mortgages held by originating banks, 
and core deposits. Historical cost accounting 
allows one to observe the numerator effects. 


4. Performance obligations. Fair value accounting 
books the liability to perform at the price that 
someone else would charge to satisfy the obli- 
gation, not at the cost at which the company 
can perform (possibly with comparative advan- 
tage). 


5. Receivable allowances and warranty liabilities. 
Value to shareholders is based on firm perform- 
ance in servicing these items (through its 
credit department and customer service depart- 
ment), not what the market would charge for 
non-recourse relief from the obligation. (Note: 
market values can be information for disciplin- 
ing estimates, but as an exercise in improved 
historical cost accounting, not as an application 
of fair value accounting.) 


6. Insurance assets and liabilities, other than in- 
vestment assets. 


7. Real estate held as input to business enterprise 
(for example, real estate development, real es- 
tate rentals). For real estate rentals, historical 
cost accounting recognises value through rental 
income in the income statement. 


8. Environmental clean-up liabilities. Fair value 
is the amount that someone would charge for 
the clean up, not the anticipated cost to the firm 
in managing the problem. 
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Fair values are particularly inappropriate when 
they replace historical cost accounting from which 
(fair) value is assessed: 

Minus: Fair market prices are a minus if they 
substitute for historical cost information and (effi- 
cient) prices depend on historical cost information. 

Carrying investments in a subsidiary at market 
prices (rather than under the equity method or pro- 
portionate consolidation) obscures the profitability 
of the subsidiary and the value of the parent which 
is based on that profitability. The value of an inter- 
mediary function — adding value from the spread 
between borrowing and lending rates — is obscured 
by fair valuing loans and borrowings if those exit 
values do not incorporate the firm-specific ‘intan- 
gibles’ in customer and depositor relationships. So 
with the insurance business that involves customer 
relationships in managing premiums and losses, 
along with operating соѕіѕ.!? 

The loss of historical cost information can lead 
to inefficient prices. The spectre of inefficient 
prices raises another issue: 

Minus: Fair values bring price bubbles into fi- 
nancial statements. 

Fair values (as exit prices) come with a caveat. 
Provided the one-to-one condition is satisfied, fair 
values are value to shareholder if market prices are 
*efficient'. In a price bubble, however, inefficient 
prices are booked on the balance sheet, with bub- 
ble gains flowing through to the income statement. 
For trading portfolios where investments are held 
short-term, this may not be a large problem. But 
where the portfolio is held for the long-term, it is a 
problem. For instance, pension assets marked to 
bubble prices may give the appearance of satisfac- 
tory funding of future pension obligations and in- 
surance assets may give the appearance of 
adequate or even excess reserves against future in- 
surance losses. 


Fair value matching 

Fair value accounting is often promoted as a way 
to avoid the *myriad of rules' involved in imple- 
menting revenue and expense matching in the in- 
come statement. But fair value accounting has its 
own matching concept that is difficult to implement. 








12 This is not to say that information about the sensitivity of 
earnings to changes in interest rates (for banks) or embedded 
values (for insurance companies) are not relevant footnote in- 
formation. 

3 The IASB included a fair value option in International 
Accounting Standard No. 39, Financial Instruments: 
Recognition and Measurement (London: IASB, December 
2003). An IASB amendment restricting the fair value option 
was published in June 2005 under the title, The Fair Value 
Option. The fair value option must be applied to a group of as- 
sets and/or liabilities that is both managed, and it performance 
evaluated, on a fair value basis. 

14 FASB Proposed Statement of Financial Accounting 
Standards, The Fair Value Option for Financial Assets and 
Liabilities (Norwalk, Conn.: FASB, January 2006). 
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Minus: Fair value accounting fails without asset 
and liability matching. 

Under a business model, assets and liabilities are 
used jointly to generate value for shareholders. № 
so, the stand-alone fair value of an asset has little 
meaning. To capture value added (from exposure 
to market prices), one matches fair values of all the 
assets and liabilities that generate the value togeth- 
er, leaving none out. A particular danger lies in fair 
valuing an asset and not matching the fair value of 
an associated liability whose price changes are 
negatively correlated with those of the asset. 

In the income statement, such fair value mis- 
matching results in recognition of gains and not 
offsetting losses (or vice versa). The case of nega- 
tive correlation produces ‘excess volatility’ in 
earnings about which one can indeed complain. 
Note further that, even if fair values of individual 
assets and liabilities are matched and summed, the 
total may not capture the value of the group if they 
are used synergistically. (In this case it is difficult 
to see that the one-to-one condition would hold 
anyway, so the point may be mute.). 

Cases where mismatching can occur: 


1. Core deposits. These are intangible assets for 
banks which represent the ability to obtain rel- 
atively inexpensive funds from demand, sav- 
ings and small denomination time deposits. 
Their value is difficult to estimate but it is neg- 
atively related to the value of the loan portfo- 
lio: When interest rates rise, the value of the 
loan portfolio typically declines but the value 
of the core deposits intangible asset typically 
increases. If the loan portfolio is marked-to- 
market but the value of the core deposits intan- 
gible is not recognised, earnings and book 
value will be artificially depressed. But the one- 
to-one condition says that customer deposits 
should not be fair valued. So, if loan portfolios 
are fair valued, a mismatching occurs. 


2. Borrowings. The decline in tbe value of a 
firm's assets (due to deteriorating profitability) 
is accompanied by an offsetting decline in the 
value of its debt obligations (due to deteriorat- 
ing credit quality). If the decrease in the value 
of liabilities is recognised as a gain in the in- 
come statement, but the decrease in asset value 
is not recognised (for example, due to difficul- 
ties in measuring the value of some intangible 
assets such as customer relationships), earnings 
will be overstated at times when high quality 
information is especially important. 


The matching issue is particularly difficult when 
an instrument whose value varies with price is 
used in conjunction with assets and liabilities 
whose value is tied to customer relationships. A 
fair value option under IASB standards!? (and pro- 
posed in a current FASB exposure draft!^), at- 
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tempts to address the matching problem, but not so 
if the asset or liability fair valued under the option 
does not satisfy the one-to-one condition. 


3.2. Pluses and minuses of Level 2 and Level 3 
fair value measurements 

Levels 2 and 3 admit estimates of hypothetical 
market prices. Level 3, while insisting that the fair 
value is based on an estimate of market price 
(rather than value-in-use), permits ‘unobservable 
inputs’ that ‘reflect the reporting entity's own as- 
sumptions about assumptions that market partici- 
pants would use in pricing the asset or liability.' 

The objections to using subjective estimates are 
well understood. However, any accounting beyond 
mere cash accounting involves estimates. The 
question of where to draw the line on estimates 
(Level 2 but not Level 3?) is difficult to handle a 
priori, for resolution rides largely on one's assess- 
ment, not only of the integrity of managers but 
also of their (honest) subjective biases. The com- 
petence and independence of monitors — auditors, 
assessors, and corporate boards — must also be 
evaluated, along with the effectiveness of controls. 
(Honest) managers are naturally optimistic, for it 
is their business plan. Accounting, however, serves 
as a counterweight to managements' optimism, so 
raising their estimates to the level of accounting 
information contaminates. Some argue that such 
estimates elicit information from management that 
might not otherwise surface. The stewardship per- 
spective underscores the downside; rewarding 
managers based on their estimates exposes the 
shareholder to moral hazard. 

Here are a few points to consider when enter- 
taining the use of estimated fair values. 

First, the restriction in Section 3.1 that fair value 
accounting applies only when shareholder value is 
solely determined by exposure to market prices 
means that, in most cases, there will be an active 
market where Level 1 measurements are available. 
If a firm has to execute by finding a customer in an 
illiquid market, value is usually determined by that 
ability to execute, not solely by market prices. So 
situations where estimation is required may be 
limited (if the one-to-one condition is honoured). 

Second, one must question whether Level 3 real- 
ly enforces a discipline in estimating market 
prices. Using one's own assumptions could yield 
estimates resulting in upfront (day one) estimated 
profits. 

Third, fair value estimation errors introduce 
error into the balance sheet but also the income 
statement (which reports the change in fair value). 
Indeed, with random errors in both the opening 


15 This effect is demonstrated formally in К. Peasnell, 
‘Institution-specific Value’, BIS Working paper No. 210, 
August 2006. 
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and closing balance sheet — bias aside — the errors 
are compounded in the income statement. If one 
has a fuzzy balance sheet, fair value is less inform- 
ative, but if one also loses the informative histori- 
cal cost earnings, mark up a definite minus. In the 
extreme, estimated fair values could produce an 
uninformative balance sheet and a less uninforma- 
tive income statement. 

Fourth, it is sometimes said that historical cost 
involves estimates and estimated fair values are no 
different. But estimates to effect matching under 
historical cost are based on, and audited against, 
the historical transaction record -- like the histori- 
cal experience with credit losses, useful lives and 
warranty service costs. Level 2, with ‘observable 
inputs’, could be interpreted as invoking this no- 
tion. But the notion is quite different from specu- 
lating about the present value of the cash flows 
when marking to model. 

Fifth, historical cost estimates true up against the 
actual transaction record, and usually fairly quick- 
ly. Fair value estimates usually do so but, without 
an associated ‘historical transaction accounting’, 
estimated fair values settle up against estimated 
fair values. So, the fair value of a long-term con- 
tract on the output of an energy plant might be re- 
estimated each year but, without a reporting on the 
actual sales and expenses of running the plant each 
year, the subsequent estimated fair values become 
elusive. The same can be said about insurance con- 
tracts: the fair value of an insurance contract is in- 
formed by the historical experience reported in 
premiums matched to losses and expenses. Note 
that the FASB’s fair value accounting for employ- 
ee stock options (at grant date) does not settle up 
at all (so, if the option is not exercised, the record- 
ed expense is not reversed). 

Sixth, I suspect that an analyst will have difficul- 
ty in carrying out a quality analysis on fair value 
accounting. How would estimation errors, biased 
or random, be discovered? Disclosures about the 
valuation methodology are required under FASB 
Statement 157 and these presumably will help. But 
Iam not clear on how earnings quality diagnostics 
of the type applied under historical cost accounting 
(again, with reference with what is normal in the 
transaction history) would be developed. 

Seventh, observed market behaviour is instruc- 
tive. Hedge funds (largely unregulated) apply fair 
value accounting and estimate fair values for illiq- 
uid assets. They do so under the rigour of formal 
valuation committees with oversight of their 
boards and auditors. But there is a danger in share- 
holders trading in and out of the fund at values 
based on estimates. So funds typically limit the 
percentage of illiquid assets held or require lock- 
ups or transfers to side pockets until realisation. 
Private equity funds typically require realisation 
before distribution. In short, the tolerance for esti- 
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mated fair value (by shareholders) is limited. 

Eighth, the research reported by Wayne 
Landsman at this conference indicates that the in- 
formativeness of fair values declines as estimates 
are introduced. 


4. Conclusion: pluses and minuses 
In this paper I have taken a demand approach in 
considering the pluses and minuses of fair value 
accounting: Do fair values enhance the task of eq- 
uity valuation and stewardship assessment? Surely 
I have not exhausted this exploration, but some 
points have been made. At a conceptual level, fair 
value accounting is a plus; equity value is read 
from the balance sheet, with no further analysis 
needed, and the income statement reports realisa- 
tions for determining value at risk. But concepts 
are one thing and implementation another. With fair 
value defined as exit price, the minuses add up (!). 

Fair value accounting works well, for both valu- 
ation and stewardship, with investment funds 
(where shareholders trade in and out of the fund at 
net asset value). This case is instructive for it is the 
situation where the one-to-one relationship be- 
tween exit prices and fair value to shareholders 
holds. That one-to-one condition fails, however, 
when a firm holds net assets whose value comes 
from execution of a business plan rather than fluc- 
tuations in market prices, even when exit prices 
are observed in active markets. Asset and liability 
matching problems confound the problem further. 
Overlay the minuses of estimated fair values when 
actual prices are not observed, and the minuses do 
add up. 

I have spent some time laying out the valuation 
properties of historical cost accounting — better re- 
ferred to as 'historical transaction accounting' — 
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because I sense that those properties are not al- 
ways appreciated in the discussion of fair values. 
A balance sheet focus is not necessary for valua- 
tion, for we also have an income statement. 
Historical cost income statements report earnings 
from assets and valuation can be made from earn- 
ings even though their fair value is not on the bal- 
ance sheet. The Coca-Cola valuation in the 
appendix makes the point. I don't see a plus from 
booking an estimate of the market price of Coke's 
brand asset to the balance sheet and then running 
the revaluations through the income statement. 
'This scenario is not on the horizon, one would 
think, but there is little difference in principle in 
applying exit values to banks' loans and deposits 
that also get their value from brands and other cus- 
tomer intangibles. 

This having been said, the implementation of 
historical cost accounting is not without its prob- 
lems, and many criticisms of historical cost ac- 
counting under current GAAP are well taken. The 
analyst is frustrated by a number of features of 
GAAP. I really have not engaged in tallying up the 
pluses and minuses of fair values against the plus- 
es and minuses of historical cost accounting with 
all its measurement issues. But, it is difficult to see 
how fair value accounting (with exit prices) solves 
the problems with historical cost accounting when 
the one-to-one condition is not satisfied. That con- 
dition is a necessary condition for fair value ac- 
counting. Further, while the implementation 
problems with historical cost accounting are due to 
difficulties of revenue and expense matching, fair 
value accounting also has its own (asset and liabil- 
ity) matching problems and these appear to be se- 
rious ones. 
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| Appendix. À valuation of the Coca-Cola Company based on historical cost information 


At the close of trading on 8 December 2006, the Coca-Cola Company's shares traded at $48.91 each. The price- 
to-book ratio was 6.3, indicating a lot of value missing from the balance sheet, largely because US GAAP does 
not allow Coke's intangible (brand) assets to be booked to the balance sheet. The forward P/E was 19.3, based 
on analysts’ consensus EPS forecast for 2007. 

The following valuation yields a value of $49.09 per share using only information available in the historical 
cost financial statements. The valuation is crude (and can be refined), but the point is that we get close to the 
market price by using historical cost information and, indeed, with three line items. 


The historical cost numbers 
Here are the relevant line items for years 2002—2005 ($m): 


2005 2004 2003 2002 
Sales (1) 21,962 21,044 19,656 17,545 
Operating income, after tax (2) 5,065 4,427 4,192 3,841 
Net operating assets (average) (3) 16,985 16,006 15,220 14,526 





The financial statement analysis 
From these line items, the following valuation inputs can be calculated: 


2005 2004 2003 2002 
Operating profit margin (2 1) 23.196 21.096 21.396 21.996 
Asset turnover (1 + 3) 1.29 1.31 1.29 1.21 
Average operating profit margin 21.8% 
Average asset turnover 1.28 
Average sales growth rate, on a.base 
of 2001 sales of $17 354m) 6.6% 


The valuation modei 
We employ a standard residual income valuation model that calculates missing value in the balance sheet from 
a forecast of forward (2006) operating income: 


Value of Equity;49, = Book Value of Едийу» + Residual Income from Operations дб 
- Required Return — Growth Rate 
where 


Residual Income from Operations; = Forecasted Operating Income; — (Required 
Return x Net Operating А5бе15 д) 


Only the residual income from operations is forecasted because residual earnings from interest on net debt are 
usually close to zero. 


The forecast 
As the book value of equity and net operating assets for 2005 are in the 2005 financial statements, we need 
only a forecast of operating income for 2006, the required return, and the growth rate for residual income. 


* For the required return, we will use 10% which is approximately the current Treasury rate of 4.6% plus а risk. 
premium of 5.4%. 


* If both the profit margin and the asset turnover are constant, then residual operating income grows at the sales 
growth rate.!$ The condition is approximately satisfied for Coke, so we set the growth rate at the sales growth 
rate of 6.696. 


* The historical financial statements supply a forecast of operating income and residual operating income: 


Forecasted sales for 2006 = Sales for 2005 x (1 + Average sales growth rate) 
= $21,962 x 1.066 
= $23,411 


Forecasted operating income for 2006 = Sales for 2006 x Average profit margin 
= $23,411 x 0218 
= $5,104 


Forecasted residual operating income for 2006 = $5,104 — (0.10 x 17,113) 
= $3,392 
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Appendix. A valuation of the Coca-Cola Company based on historical cost information (continued) | 





The valuation 
With a 2005 book value of equity of $15,935, the calculated value with these inputs is 


Value of Equitygg, =$15,935+ 3,392 
0.10 — 0.066 
= $115,700m, or $49.09 per share 


The valuation is crude, by design, to make a point. It uses only information in the historical financial statements 
(plus as assumed required return). Yet is comes quite close to the market price of $48 91. Adding more infor- 
mation (about sales growth rates) and a different required return will change the valuation, but the historical 
cost financial statements yield considerable insights. Most importantly, it challenges the notion that one needs 
to have fair values on the balance sheet to value equity claims. Indeed, it is hard to see how fair value estimates 
of assets and liabilities would enhance the valuation. 

In choosing Coca-Cola, Гат of course being selective; not all firms are as easy to value as Coke. The histor- 
ical cost information for a bio-tech start-up with no product yet out of R&D is not much use for valuation, for 
example. The financial reports would report losses and, possibly, negative book values. However, again, it is dif- 
ficult to see how exit prices would redeem the accounting. Better for the analyst to get a biochemistry degree. 


16 See 5. Penman, Financial Statement Analysis and Security Valuation. 3rd ed. (New York: The McGraw-Hill Companies, 
2007), p. 523. 
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Discussion of ‘Financial reporting quality: 
is fair value a plus or a minus?’ 


Philip Broadley* 


I have been asked to give a preparer’s perspective 
as to whether fair value helps or hinders the quali- 
ty of financial reporting, in response to Stephen 
Penman's paper. I do so with some trepidation, 
even more so now that I have actually heard his 
paper. I would not describe myself as a technical 
specialist in financial reporting, and I do not often 
accept invitations to speak on this subject. 

When I accepted the invitation, I did not know 
what Professor Penman was going to say, but now 
that I have both read the longer paper and had the 
chance to hear his remarks, I found myself agree- 
ing with it almost entirely, which makes the diffi- 
culty of finding anything new to say even harder. 

However, as chairman of the Hundred Group of 
Finance Directors, I have at least a perspective on 
the views of those who prepare financial state- 
ments. Although I speak today in that capacity, I 
am finance director of an insurance company, and 
therefore do have some practical experience of 
grappling with the task of reporting on close to 
£130bn worth of long-tail liabilities, which pro- 
vide an opportunity to reflect on some of the philo- 
sophical questions of fair value on a regular basis. 

It is 20 years this year [2006] since I qualified as 
a chartered accountant, and in that first flush of 
youth I contributed to a book (now probably a col- 
lector's item) called Accounting for Treasury 
Products by one John Tiner who, some of you 
based in the UK will know, went on to other things 
and is currently chief executive of the Financial 
Services Authority. Fair value then was exciting, 
and so I was an ardent convert to fair value ac- 
counting. Now, as a finance director, I would say I 
have matured and do not disparage the mixed at- 
tribute historic model as something that someone's 
great grandfather did once; I recognise that it still 
has some practical relevance. 

I would like to speak a little about the preparer's 
perspective and move on to discuss some of the 
challenges with fair value approaches. I will give a 
couple of examples around accounting for pension 


*The author is finance director of Prudential plc and also 
chairman of the Hundred Group of Finance Directors. The 
views expressed are his own. The Position Statement of the 
Hundred Group, published in November 2006, is appended to 
the Discussion. E-mail: philip.broadley @ prudential.co.uk 


liabilities and conclude with some comments 
about how fair value approaches might help cor- 
porate communication or otherwise. 

First, let us consider the preparer's perspective. 
The Hundred Group has recently endorsed a 
Position Statement that sets out its views on finan- 
cial reporting (see Appendix). I think it is the first 
public document setting out the views of leading 
UK preparers on a vision for financial reporting. 
Within it we have set out the objectives of finan- 
cial reporting as, among other things, to provide 
relevant, reliable, comparable and understandable 
information to a wide range of users, to assist them 
in making rational economic decisions, and also to 
provide a basis for assessment of the results of 
management's stewardship of the resources en- 
trusted to it. This means reporting what are we ac- 
tually doing in converting the assets that have been 
entrusted to us; not the cash or the Treasury bills, 
but the assets where the business model is doing 
some sort of conversion. 

Within the transaction-based framework of per- 
formance reporting, the Hundred Group supports 
the application of fair value as a basis of measure- 
ment where the Level 1 criterion of a reliable mar- 
ket can be derived and where fair value is not 
searching for a hypothetical value — really where 
Stephen's one-to-one criterion, as I now know it, is 
passed. 

It is sometimes said that preparers are not them- 
selves users of financial reporting. [ have heard that 
view more than once this year. I disagree; I think 
preparers — by which I mean companies, their 
boards and management — take an intense interest 
in the deliverables that constitute financial report- 
ing. Indeed, one would hope that the financial re- 
porting reflects the way in which businesses are 
managed and provides a way, as we have described 
it within our statement, of seeing the business 
through the eyes of its management, or its board. 

It is our view that external reporting, in both its 
narrative and prescriptive statement form, should 
provide that insight. We do want to keep the con- 
nection between the information that management 
use day-to-day and the information that is prepared 
and used in communication with shareholders. 

As a finance director, I meet extensively with 
shareholders and debt-holders and probably hold 
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between 150-200 meetings with them annually, 
depending on the year and the particular circum- 
stances. Over time, I would suggest these meetings 
do give one some insight into the interests and 
needs of users. I do not seek to set out to speak for 
financial statement users; they can and must do so 
for themselves. My observation is that institution- 
al shareholder interaction with company manage- 
ment involves investors gaining an insight into 
what we think, challenging that thinking and hope- 
fully becoming comfortable with it. I believe the 
current transactional model described in the paper 
serves those discussions well. 

Regarding some of the issues of contention: we 
have heard some of the challenges of definition 
today, and so I suppose what I am really thinking 
about here is the mooted paradigm change that 
Stephen discussed. 

It does seem reasonable to me that the measure- 
ment of fair value should be predicated on the 
availability of some sort of observable price. 
Where I have difficulty is when we move on to the 
use of internal models because my fear here — ev- 
ident in my own industry — is that internal models 
are assumed to have a degree of accuracy and to 
provide a consistency across reporting companies 
that may be illusory. 

At the Hundred Group, we support the need to 
simplify accounting standards where possible to 
reduce cost and complexity for preparers; to in- 
crease usefulness and understandability for both 
internal and external users; and to avoid the prob- 
lems that can arise due to lack of clarity, compara- 
bility and transparency. I suggest it is contentious 
whether these criteria will be met if market prices 
are not observable. 

The existence of liquid markets is, then, funda- 
mental to the credibility of fair values, and I would 
question how often deep and liquid markets do 
exist for many of the transactions reported on, on 
a fair value basis. Consider pension accounting — it 
is a fashionable subject to criticise, admittedly, but 
it is one about which I have some practical experi- 
ence. In encouraging companies now to provide a 
buy-out valuation of their pension fund, I would 
suggest, thinking about a UK context, that if the 
pension fund has more than about £2bn worth of 
assets in it, the most sensible and accurate disclo- 
sure would be that no buy-out of a scheme of this 
size has been achieved, and therefore no value is 
disclosed because that cannot be provided with 
any degree of certainty. I do not think that is ‘cop- 
ping out’; rather it is providing an insight as to 
what management would find if they were to in- 
vestigate a buy-out valuation. 

There is much discussion about the appropriate- 
ness of the discount rate used to value pension lia- 
bilities: some question the determination of the 
discount rate and whether it should be made inde- 
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pendently of the asset mix of the fund. I do not 
quarrel with that notion. 

What I do find more difficult is the idea that in 
10 days' time from now [31 December 2006] sev- 
eral hundred billion pounds' worth of pension fund 
liabilities for UK companies will be valued by ref- 
erence to a relatively small amount of index-linked 
gilts in issue being traded on a particular day — the 
bubble notion that Stephen referred to earlier. One 
only has to look at how rates have moved around 
periodically to get some sense of that. 

In making these comments, I am not denying 
that there is a problem in recognising pension lia- 
bilities, or that that information must be provided 
to enable investors to make an informed choice. T 
simply suggest that a single valuation implies a de- 
gree of certainty about an outcome that I do not 
think is helpful; on the contrary, it adds volatility 
in results as one is attempting to pinpoint precise- 
ly a distant outcome. 

My analogy to this is that in my spare time I pilot 
light aircraft around the south of England — so you 
have been warned, if you live anywhere in that 
area. If you have ever done any navigation, 
whether by air or sea, you will probably have 
learned the 1-in-60 rule: the idea that if your head- 
ing is one degree off your true course then after 60 
nautical miles you will be one mile away from 
where you should be. If you can keep within one 
degree of your true course in a light aircraft, being 
buffeted around in a strong wind, you are doing 
very well! On a day of low cloud it is hard work, 
but the error could result in your straying into con- 
trolled airspace and endangering not only yourself 
but many other people. However, I still think that 
is easier than plotting the ccurse for pension liabil- 
ities over many decades. At least I have come back 
from my flying, so far. 

As to the final question: will fair values provide 
better market information? Again, I find myself in 
violent agreement with the ICAEW’s paper. I 
would also observe that while we have heard 
where the models could be improved, if funda- 
mentally models that have become comfortable 
and become a feature of life for a long time are not 
broken — or not apparently so — then it requires 
some very thorough cost-benefit analysis to sug- 
gest that we need to move to some alternative. 

Fair values can provide better information for 
the markets in cases where observable market 
prices exist and the tests of depth and liquidity can 
be passed — and I think meeung the one-to-one test 
as well, as we heard in the paper. But without that 
connection to reality, one is in danger of moving 
into the area where management is voicing opin- 
ions rather than providing information. I would 
suggest it is information that investors are really 
seeking. 
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Appendix 

Position statement of the Hundred Group on Financial Reporting 
27 November 2006 | 
http://www. 100groupfd.co.uk/fdgroup/?t=reports 


1. Objectives of Financial Statements 
The Hundred Group supports the following objectives of financial reporting for a business entity: 


* to provide relevant, reliable, comparable and understandable information to а wide range of users to as- 
sist them to make rational economic decisions about the reporting entity; 


* to provide a basis for assessment of the results of the stewardship of the management of the reporting en- 
tity of the resources entrusted to it. 


2. Conceptual framework for financial reporting 
The Hundred Group supports a conceptual framework for financial reporting which is business driven and 
which ensures financial information reported to investors is closely aligned to the performance information 
used internally so that existing and potential investors are able to view the business through the eyes of 
management. 


The conceptual framework should encompass information about the financial position, economic and fi- 
nancial performance and changes in financial position of a business. 


3. Accounting standards 
The Hundred Group supports accounting standards which are principles-based and which are understand- 
able by the non-technical user. 


Accounting standards should reflect economic reality and focus on cash flow as the source of value cre- 
ation. They should not be based on untested theoretical concepts. Accounting standards should not give rise 
to behaviour which drives business decisions that are not in the economic interests of the business entity. 


The Hundred Group supports the need to simplify existing accounting standards: 
* to reduce the cost and complexity for preparers; 


* to increase the usefulness and understandability for all internal and external users of financial reports; 
and 


* to avoid abuse that might arise due to lack of clarity, comparability and transparency. 


4. Convergence 
The Hundred Group supports the global convergence of accounting standards: 


* to provide a common platform of financial information for existing and potential investors in increasingly 
global capital markets; and 


* to ensure consistency of reporting over time of the business entity and between entities. 


5. Performance reporting 
The Hundred Group supports the use of a transactional-based framework to report financial performance 
and to ensure: 


* financial performance from operations can be reported separately from value adjustments; 
* differentiation of the results of operations from financing activities; and 
* proper reconciliation of profits and cash flows. 





The principles of realisation and matching are critical for financial performance measurement and reporting. 


To properly reflect the measurement of performance and assist users of accounts, recycling of items with- 
in the financial statements may be necessary. 


6. Basis of measurement 
Within the transaction based framework of performance reporting, the Hundred Group supports the use of 
values in addition to historic cost as a basis of measurement for assets and liabilities in the balance sheet 
where practicable. The use of such values would be appropriate where there is a reliable basis for assess- 
ing value and where the value reflects economic reality. The application of ‘fair value’ as a basis of meas- 
urement is supported only where there is a reliable market from which fair value can be derived and fair 
value is not a hypothetical value. 


48 ACCOUNTING AND BUSINESS RESEARCH 





7. Narrative reporting and supplemental information 
The Hundred Group supports the development of supplementary narrative reporting which is complemen- 
tary to financial reporting and provides relevant and reliable information about the performance, financial 
position and prospects of the business enterprise. 


The Hundred Group supports the publication of information to supplement financial reporting. 
Supplementary information might encompass the use of qualitative and quantitative information, financial 
and non-financial information and projected and historic information to the extent it is considered reliable 
and relevant to an assessment of the economic performance and prospects of a business as a whole. 


Forward looking information 

The Hundred Group supports the continued development of reporting relating to forward-looking informa- 
tion to the extent it provides reliable information relevant to an understanding of the future prospects of a 
business. To encourage the development of forward looking information, the Hundred Group supports the 
use of safe harbour provisions relating to any forward-looking statements. 
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The SEC rules historical cost accounting: 


1934 to the 1970s 


Stephen A. Zeff* 


Abstract—From its founding in 1934 until 1972 the SEC, and especially its chief accountant, disapproved of most 
upward revaluations and general price-level restatements of fixed assets as well as depreciation charges based 
thereon. This article is a historical study of the evolution of the SEC’s policy on upward revaluations and restate- 
ments of non-financial assets. It treats episodes prior to 1972 when the private-sector bodies that established ac- 
counting principles sought to gain a degree of acceptance for such revaluations and restatements but were 
consistently rebuffed by the SEC. The SEC reversed its policy on upward revaluations during the period from 1972 
to the end of the 1970s. Throughout the article, the author endeavours to explain the factors that influenced the suc- 


cessive positions taken by the SEC. 


It is well known that the United States has long 
been a bastion of predominantly historical cost ac- 
counting for inventories and fixed assets. Not so 
well known, however, is the fact that the US insis- 
tence on the use of historical cost accounting has 
emanated from the Securities and Exchange 
Commission (SEC) and has not always been a 
tenet held and advocated by leaders of the ас- 
countancy profession. It is the aim of this paper to 
trace the SEC’s powerful influence over the pre- 
dominance of historical cost accounting in the US 
from its founding in 1934 until the 1970s. 


1. Early evolution of the SEC’s position on 
historical cost 

The SEC came into existence on 2 July 1934 and 
was charged with administering the Securities Act 
of 1933 and the Securities Exchange Act of 1934, 
the second of which established the SEC.! This 
legislation empowered the SEC to set the rules and 
regulations to govern the reporting, accounting 
and disclosure of financial information by compa- 
nies whose securities were quoted on any national 
securities exchange, including the contents of 
prospectuses and periodic filings with the 
Commission. The SEC created the position of 
chief accountant in the autumn of 1935, and after 





*The author is the Herbert S. Autrey Professor of 
Accounting, Rice University, Houston, Texas, USA. 
Correspondence address: Jesse H. Jones Graduate School of 
Management, Rice University — MS 531, РО Вох 2932, 
Houston, TX 77252-2932, USA. E-mail: sazeff@rice.edu. 
This paper is an outgrowth of the author’s presentation at the 
Information for Better Markets conference, sponsored by the 
Institute of Chartered Accountants in England and Wales and 
held in London on December 18-19, 2006. The author is 
grateful to Kees Camfferman, Todd Johnson, seminar partici- 
pants at Cardiff Business School, and an anonymous reviewer 
for useful comments on earlier drafts. 


a short search it named Carman G. Blough, a 
certified public accountant and former academic 
and Wisconsin government employee who had 
joined the Commission’s registration division in 
1934, to the position on 1 December 1935 (Chatov, 
1975:103; Cooper, 1980:22). He remained as chief 
accountant until May 1938, when he left the 
Commission. From 1944 to 1961, he served as the 
full-time director of research of the American 
Institute of Accountants (AIA, Institute).? 

The person who effectively cemented the SEC’s 
policy to insist upon historical accounting was 
Robert E. Healy (pronounced Haley). Prior to 
becoming one of the five founding SEC 
commissioners in 1934, Healy had been Chief 
Counsel of the Federal Trade Commission (FTC) 
from 1928 to 1934 and directed the FTC’s six- 
year, Congressionally mandated investigation into 
the market manipulations by public utility holding 
companies, with heavy emphasis on their use of 
dubious accounting practices during the 1920s. In 
the end, the record of the investigation accumulat- 
ed to 95 volumes. 

Healy had been a justice on the Vermont 
Supreme Court, and President Calvin Coolidge, a 
Vermonter himself, selected his fellow Republican 
to direct the FTC’s mammoth investigation. Joel 
Seligman, the SEC’s historian, has written, “The 
experience radicalised the conservative Healy. 
Shocked to find that “you can capitalise in some 
States practically everything except the furnace 
ashes in the basement’, he became an uncompro- 








1 The Federal Trade Commission administered the 
Securities Act of 1933 from June 1933 until 1 September 1934, 
when this authority was transferred to the SEC. 

? For a discussion of the role of the Chief Accountant in re- 
lation to the establishment of accounting principles, see the 
Appendix. 
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mising advocate of accounting and public utility 
reform’ (2003:108). 

Healy was livid at the asset value write-ups that 
public utilities had been booking. It was not only 
the write-ups themselves, ‘however arrived at’ (as 
he said), that incensed him as much as the utilities’ 
follow-on accounting practices. He complained of 
“write-ups used to create income or to relieve the 
income accounts of important charges’ (1938:1), 
which would be debited to the capital surplus ac- 
count that had been credited with the write-ups. 
Dividends would sometimes be paid against this 
unrealised appreciation, and ‘Very often unamor- 
tised debt discount was charged against a capital 
surplus so created, thus increasing the reported 
earnings of the company in future years’ (Healy, 
1939:4). He was driven to the conclusion that all 
upward departures from historical cost were veri- 
tably heinous. In testimony to a Congressional 
committee in April 1934, he said, ‘I think the prop- 
er function of accounting is to make a historical 
record of events as they happen’ (Stock Exchange 
Practices, 1934:7606)3 Later in the 1930s he 
wrote, ‘I think the purpose of accounting is to ac- 
count — not to present opinions of value’ (1938:6). 

Remarking on Healy’s influence within the SEC, 
Carman Blough wrote as follows, 30 years later: 


‘One of the first members of the newly formed 
SEC to be appointed was a former General 
Counsel for the Federal Trade Commission who 
had been in charge of that Commission’s very 
comprehensive investigation of the public utility 
holding companies. During that study the fla- 
grant write-up policies of the holding companies 
and their subsidiaries and the havoc they caused 
when the crash came in 1929 and 1930 kept im- 
pressing themselves on the chief investigator to 
the point that their evil became almost an obses- 
sion with him....So strong were his convictions 
and so convincing were his arguments against 
write-ups that all of the other members of the 
Commission were persuaded to take a positive 
stand against them from the very first case in 
which the question arose.’ (1967:10). 


Homer Kripke, a distinguished legal scholar 
who was an SEC attorney іп 1939-44, has written, 


‘Healy’s strong views dominated the 
Commission in the 1930s and 1940s when it was 
still struggling to undo the effects of the indis- 
criminate departures from [historical] cost in the 
1920s. They influenced a whole generation of 


3 This passage was quoted, slightly amiss, in de Bedts 
(1964:93). 

* Reflecting mainly on the Commission’s early years, Barr 
and Koch (1959:181—2) have written, ‘A review of the infor- 
mal cases involving appraisals shows that the Commission 
usually effected the elimination of the appraisal’. 
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SEC accountants, the seniors of whom had 
served during his incumbency, until the retire- 
ment of Andrew Barr as Chief Accountant in 
1972. It would be unfair to attribute the SEC’s 
position solely to Healy, since the position con- 
tinued for over a quarter of a century after his 
death. His position became that of other com- 
missioners and a long succession of staff mem- 
bers because it suited their needs to emphasise 
objectivity at the expense of other potential at- 
tributes of an accounting system.’ (1979:182) 


Healy served on the SEC from 1934 until his 
death in November 1946. His record of service as 
a commissioner was the longest in the SEC’s his- 
tory. Blough’s immediate three successors as chief 
accountant — William W. Werntz (1938-47), Earle 
C. King (1947—56), and Andrew Barr (1956-72) — 
all had joined the Commission’s accounting 
staff in the 1930s. Healy and like-minded 
commissioners succeeded in instilling in them an 
aversion to upward departures from historical cost 
if they had not already held that view. In fact, Barr 
had studied under A. C. Littleton, at the University 
of Illinois, who was the intellectual leader of the 
historical cost school. 

In a comprehensive study of write-ups, R.G. 
Walker found that, in the SEC’s first several years, 
its staff discouraged  write-ups, and the 
Commission rejected asset appraisals that were de- 
void of adequate supporting evidence, not so much 
because of the revaluation practice per se 
(1992:10—15).* In some cases, notably Northern 
States Power Company, a divided Commission 
(with Healy in the minority) allowed appraisals if 
there was sufficient disclosure of the procedure 
used (Healy, 1938:2—3). Around 1937/38, howev- 
er, the SEC and its accounting staff began to take 
a more unequivocal stance against write-ups and 
by the 1940s were actively banning them. Walker 
wrote, ‘It appears that the SEC had virtually elim- 
inated write-ups from the accounting practices of 
its registrants by the mid-1940s' (1992:22). By 
1970, Kripke would write, ‘In effect the SEC has 
made it an exercise in futility for practicing ac- 
countants or anyone else to argue for revision of 
valuation methods in balance sheets or income 
statements' (1970:1189). 

In 1936, the SEC received some academic sup- 
port for its historical cost position when the 
American Accounting Association's executive 
committee, led by Association President Eric L. 
Kohler, published 'A tentative statement of ac- 
counting principles affecting corporate reports', 
which strongly endorsed 'original cost' for physi- 
cal assets. The committee said, 'If values other 
than unamortised [historical] costs are to be quot- 
ed they should be expressed in financial statements 
only as collateral notations for informative purpos- 
es’ (1936:189). The committee was explicitly crit- 
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ical of revaluations and the use of adjustments for 
‘ordinary’ changes in price levels. It is likely that 
the Association’s executive committee was also re- 
coiling from the indiscriminate asset write-ups in 
the 1920s. 

Not surprisingly, SEC chief accountant Blough 
said in 1937 that he agreed with the Association’s 
tentative statement (1937:30). Four years later, the 
Association published an important monograph 
written by two members of its 1936 executive 
committee, William A. Paton and A. C. Littleton, 
which contained an elegant conceptual rationale 
for the use of historical cost accounting. Yet in 
their final chapter, entitled ‘Interpretation’, the au- 
thors (chiefly Paton) objectively discussed the 
pros and cons of replacement cost accounting and 
‘common dollar’ accounting. As to the latter, they 
said, ‘At the most what is needed is a special report 
supplementing the usual periodic statements and 
designed to trace the main effects of general price 
movements upon the affairs of the enterprise’ 
(1940:141), which was a heady proposal at that 
time. Of the two authors of the monograph, 
Littleton, at the University of Illinois, was, 
throughout his career, an arch historical coster. 
Paton, at the University of Michigan, was a ‘value’ 
man. The historical cost portion of this mono- 
graph became a standard text used in university ac- 
counting curricula and was widely read by 
practitioners as well. 


2. Developments in the 1940s and 1950s: 
the SEC’s position hardens 


2.1. Write-ups 

In the context of the SEC’s stiffening position on 
asset write-ups, the US body that established ac- 
counting principles (as standard setting was then 
known), the AIA's part-time Committee on 
Accounting Procedure, which was composed of 18 
practitioners in accountancy firms and three aca- 
demics, began addressing the question itself. In its 
Accounting Research Bulletin (ARB) No. 5, 
‘Depreciation on appreciation’, issued in April 
1940, the committee said, in less than categorical 
terms, “Appreciation [on fixed assets] normally 
should not be reflected on the books of account of 
corporations’ (461). It added, however, that, where 
such appreciation has been recorded, ‘income 
should be charged with depreciation computed 
on the new and higher figures’ (461). The editor 
of The Journal of Accountancy said that the topic 
of the Bulletin ‘has proved to be a particularly 
thorny subject’ (Two new Research Bulletins’, 





5 Letter from Paton to the author, dated 24 February 1979. 

6 An ‘upward’ quasi-reorganisation might be labelled today 
as an ‘enhancement gain’ as the opposite number of an im- 
pairment loss. 
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1940:427). In fact, there were four dissenters. 
Noteworthy among them was William Paton, who 
wrote that depreciation on appreciation should not 
be a determinant of net income ‘except in cases 
where the appraisal is a feature of formal or quasi- 
reorganization’ (467). The Bulletin contained only 
an inconclusive discussion of the pros and cons of 
allowing asset write-ups by means of a quasi-reor- 
ganisation. 

The term ‘quasi-reorganisation’ refers to an ac- 
counting procedure by which a company in severe 
financial straits, with a deficit in retained earnings, 
could avoid the expensive process of a legal reor- 
ganisation by eliminating the deficit and writing 
down its net asset values to levels that are justified 
in the light of its economic prospects, as if the 
company were engaging in a fresh start. Thereby, 
the company would have the prospect of declaring 
dividends in future years. Today, we would use the 
term ‘impairment loss’ as the rough equivalent of 
the write-down in the net assets, although the pro- 
cedure to be used in a quasi-reorganisation is much 
more elaborate and may require approval by the 
shareholders (see SEC, 1941; Davis and Largay, 
1995) 

By the middle of the 1940s, the committee began 
looking for ways to gain acceptance for upward 
departures from historical cost. In 1945, the com- 
mittee unanimously resolved to elaborate on ARB 
No.5.The committee's proposal, made in the form 
of a resolution in October 1945, was intended to 
open the door to the acceptability of an ‘upward’ 
quasi-reorganisation when ‘supported by convinc- 
ing evidence and [when] effected with due formal- 
ity’ (‘Annual Report’, 1946:104).5 The argument 
was made that, since a company could liquidate it- 
self and come into existence afresh by recognising 
contemporary current costs, whether higher 
or lower, in its balance sheet, why should it not 
be possible to establish a new basis of 
accountability without actually liquidating and re- 
launching the company? This may have been a tac- 
tic to ‘blind-side’ the SEC, which had accepted a 
‘downward’ quasi-reorganisation. The committee 
intended to draft an Accounting Research Bulletin 
to reflect this unanimous view. Yet, the following 
year, the committee reported that it had decided to 
postpone the preparation of a formal Bulletin 
(‘Annual Report’, 1947:109). The reason was that 
SEC chief accountant William Werntz had pub- 
licly made known his antipathy to using the quasi- 
reorganisation to record a write-up of assets 
(1945:386-7). Instead, the committee was content 
to write a letter to the AIA’s executive committee 
dated 20 October 1945, saying 


‘...а new cost may and should be recognised 
whenever a new basis of corporate accountabili- 
ty is established by reorganisation or quasi-reor- 
ganisation if the carrying value of assets on the 
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books has ceased to be representative of their 
value." (the letter was reproduced in Research 
Department, 1950:390) 


Five years later, in 1950, the committee returned 
to the question, following the high post-war infla- 
tion. It decided, again unanimously, to draft a 
Bulletin to recommend quasi-reorganisation ac- 
counting that would allow write-ups. But the SEC 
scotched the initiative yet again by advising the 
committee that it would not accept financial state- 
ments with write-ups of the kind envisaged in the 
proposed Bulletin. Hence, the Bulletin was never 
issued (see Zeff, 1972:156-7). 

When SEC chief accountants criticised upward 
departures from historical cost, it was customary 
that they raised the spectre of the indiscriminate 
write-up practices of the 1920s, as if it were a 
nightmare that should not be experienced again. 

It was apparently of no moment to the SEC's 
chief accountant that an *upward' quasi-reorgani- 
sation had won the support of two of the intellec- 
tual leaders of the profession. The doyen of the 
accountancy profession, George O. May, a retired 
partner of Price, Waterhouse & Co. and a member 
and a former vice-chairman of the committee, had 
given support to such a procedure in a major book 
(1943:99). William Paton, who was a member of 
the committee from 1939 to 1950, had been writ- 
ing since 1940 that there was an urgent need to 
allow an ‘upward’ quasi-reorganisation in order to 
correct for historical costs that were out of line 
with current economic realities (see Zeff, 
1979:115, 122-6). 

Between these two ill-fated attempts to issue a 
Bulletin in favour of ‘upward’ quasi-reorganisa- 
tions, which were crushed by explicit opposition 
from the SEC, the committee faced the question 
of accounting for the effects of the high postwar 
inflation on depreciation. In 1947, several major 
companies, including United States Steel, 
DuPont, Allied Chemical & Dye, and Sears 
Roebuck, opted to record depreciation at replace- 
ment cost in their financial statements. Industry 
was concerned that companies with a sizable de- 
preciation charge were significantly overstating 
their reported earnings. Such earnings reports, 
companies believed, would be a stimulus for en- 
couraging labour unions, which had been prevent- 





7 Jt is not clear what authority such a letter would possess, 
although it may be assumed that the SEC’s accounting staff 
knew of it. In effect, by sending the letter instead of issuing an 
Accounting Research Bulletin, the Committee was registering 
its view without ‘officially’ proposing a practice to be fol- 
lowed. 

8 The abstaining party was William Paton, who wrote to the 
author on 6 December 1971 that he left the Committee's meet- 
ing room in despair during the discussion prior to taking the 
vote. 
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ed from pursuing negotiations over wages during 
the war, to press for significant wage increases 
and pension benefits. Also, major companies 
sought a way of defending themselves against 
public criticisms that they were profiteering at the 
public's expense (see Smith, 1955:172, 363-5, 
Appendix B; Depreciation Policy When Price 
Levels Change, 1948). Finally, industry hoped 
that the use of replacement cost depreciation in 
their financial statements might persuade 
Congress to give them comparable relief from 
being taxed on capital. But SEC chief accountant 
Earle King, as could be predicted, immediately 
objected to these upward departures from histori- 
cal cost (1947a:22), which prompted US Steel 
instead to adopt accelerated historical cost 
depreciation on its postwar expenditures for prop- 
erty, plant and equipment, which, as it happens, 
produced financial results that were not all that 
different from the use of replacement cost depre- 
ciation (see McMullen, 1949; Blough, 1947). 
King was content with this tactical shift adopted 
by US Steel (1950:43). Congress, like the SEC, 
preferred the objectivity of historical cost, and in 
1954 it struck a compromise by introducing two 
new methods of accelerated depreciation on his- 
torical cost into the income tax law. 

Because of the suddenness of the decision of 
these major companies in 1947 to adopt replace- 
ment cost depreciation in the determination of 
earnings, the committee had to act quickly to ex- 
press its view as soon as possible. After the rebuff 
administered by the SEC two years earlier to the 
committee's attempt to sanction write-ups under 
the head of quasi-reorganisations, it is likely that 
some committee members who favoured the use 
of replacement cost depreciation would have 
voted against it because of expected opposition of 
the SEC. Therefore, it is difficult to know whether 
all of the committee members were voting their 
genuinely held views. The committee reacted 
quickly by publishing a statement in the October 
1947 issue of The Journal of Accountancy 
(Committee on Accounting Procedure, 1947). The 
committee re-issued this statement as Accounting 
Research Bulletin No. 33, entitled “Depreciation 
and high costs', dated December 1947. The 
committee's decision, which was taken with one 
qualified assent and one abstention, was that any 
depreciation in excess of normal historical cost 
depreciation for the year should be recorded 
*below the line', meaning as an appropriation of 
net income or surplus and not as a deduction in ar- 
riving at net income. It said that *consideration of 
radical changes in accepted accounting procedure 
should not be undertaken, at least until a stable 
price level would make it practicable for business 
as a whole to make the change at the same time'. 
Of course, by the time a stable price level were to 
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be achieved, the opponents of an upward depar- 
ture from historical cost depreciation could dis- 
miss the issue as no longer urgent. SEC chief 
accountant King, who had attended the 
committee’s meeting, publicly lauded the 
committee's statement (1947b:127—8)? 

In October 1948, the committee, stung by criti- 
cisms made of ARB No. 33 at the Institute's annu- 
а] meeting the previous топ, reaffirmed its 
position on replacement cost depreciation in a let- 
ter to Institute members (Committee on 
Accounting Procedure, 1948). But by then the vote 
attracted four dissenters — the chairman who was 
the senior technical partner at Peat Marwick 
(Samuel J. Broad), two well-known partners from 
middle-sized firms (Maurice E. Peloubet and C. 
Oliver Wellington, a former chairman of the 
committee), and an accounting professor (Paton). 
These four disagreed with the committee's view 
that ‘по basic change in the accounting treatment 
of depreciation of plant and equipment is practica- 
ble or desirable under present [inflationary] condi- 
tions’ (1948:381). This was the first time in the 
committee's history that its chairman had regis- 
tered a dissent. But, as always, the SEC won the 
day. In the same issue of The Journal of 
Accountancy in which the committee's letter was 
reproduced, the editor defended the committee's 
position at length in an editorial (‘Institute 
Committee’, 1948). 

During the 1940s, the American Accounting 
Association twice published revisions of its 1936 
‘principles’ statement, in 1941 and 1948 
(‘Accounting principles’, 1941; ‘Accounting con- 
cepts and standards’, 1948). Both reaffirmed the 
‘cost principle’. As in 1936, they were critical of 
revaluations, and they said that the country’s expe- 
rience with changing price levels did not warrant 
making adjustments for such changes. Again, as in 
1936, they relegated values other than historical 
cost to supplementary disclosures. In its 1941 
Annual Report, the SEC applauded the 1941 revi- 
sion (SEC, 1942:198; see also Werntz, 1941:315). 


? King wrote, ‘[Assistant Chief Accountant Andrew] Barr 
and I were present at the meeting at which this release was de- 
cided upon and it was strongly advocated by us’. Letter from 
Earle C. King to The Commission, dated 22 October 1947 (in 
the author’s files). 

10 Prominent among those who criticised ARB No. 33 during 
the annual meeting was George O. May, who had been private- 
ly counselling U.S. Steel on the wording of the disclosures 
relating to its replacement cost depreciation charge, with 
which he agreed. Another critic, who spoke on the floor of the 
annual meeting, was William Blackie, a CPA, who was vice 
president of Caterpillar Tractor Co. See Blackie (1948). 
Interview with Carman Blough, January 1967. See also 
Papworth (1948:383-4). 

и Chief Accountant King had earlier recommended that the 
Committee on Accounting Procedure publish a comprehensive 
statement of accounting principles (1948). 
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In its 1948 Annual Report, the SEC mentioned the 
1948 revision in a favourable light (SEC, 
1949:112). 

For its part, the SEC took a step in 1950 towards 
making permanent its requirement that historical 
cost be used in registrants’ financial statements. It 
announced a general revision of its Regulation 
5-Х, which governs the contents of financial re- 
ports filed with the Commission and until then had 
dealt chiefly with matters of disclosure and dis- 
play. The proposed revision incorporated a number 
of substantive accounting policy positions that had 
been dealt with during the 1940s in Accounting 
Series Releases. These included a new provision 
that said, ‘Except as otherwise specifically provid- 
ed, accounting for all assets shall be based on cost’ 
(‘Security [sic] and Exchange Commission’, 
1950:160). The effect of this new provision would 
change an ad hoc position of the Commission on 
the use of historical cost to one that was set in 
stone. So strong was the negative reaction within 
the accountancy profession to many of the SEC’s 
proposed changes in Regulation S-X, which 
included a rare expression of opposition from the 
assembled members at an annual meeting of 
the American Accounting Association (Zeff, 
1966:64—5), that the SEC in 1951 withdrew the 
provisions dealing with accounting principles in 
the proposed revision of Regulation S-X in return 
for an assurance that the Committee on 
Accounting Procedure would, among other things, 
codify its series of Bulletins (Zeff, 1972:158-9)."! 
Yet the SEC achieved its objective by another 
means: the revised Regulation S-X included a pro- 
vision that in effect incorporated the Accounting 
Series Releases in the regulation (see Barr, 
1979:51). 

In 1953, the committee issued Accounting 
Research Bulletin No. 43, which was a restatement 
and revision of the committee’s previous Bulletins 
dealing with accounting principles and procedure. 
This was the codification sought by the SEC. 
Chapter 9A of the Bulletin was a reaffirmation of 
ARB No. 33, but six of the 20 committee members 
dissented, which was one vote short of defeating 
the reaffirmation. The dissenters included senior 
partners of Peat Marwick and Price Waterhouse, 
three well-known partners of middle-sized firms, 
and an academic. The committee felt obliged to 
state in Ch. 9B of ARB No. 43 that, in cases where 
upward revaluations in depreciable assets had 
been recorded, the subsequent depreciation should 
be computed on the written-up amounts. 

In the late 1940s and into the 1950s, there was 
disagreement within and among the largest ac- 
countancy firms on the propriety of using replace- 
ment cost depreciation. Evidently, Peat Marwick 
was opposed, but senior partners in Price 
Waterhouse and Arthur Andersen were at odds 
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within their respective firms on the contentious 
subject.'? 

From 1954 to 1958, consecutive subcommittees 
of the Committee on Accounting Procedure 
laboured to develop a Bulletin that would allow the 
upward revaluation of assets, using the analogy of 
a quasi-reorganisation. Curiously, these efforts had 
been encouraged by a suggestion from SEC 
chairman J. Sinclair Armstrong that it would be 
helpful to have an authoritative statement of the 
circumstances in which upward departures from 
historical cost might be justified (see Armstrong, 


12 Two successive senior technical partners at Peat Marwick, 
Samuel Broad and John Peoples, dissented from the 
Committee on Accounting Procedure's letter reaffirming ARB 
No. 33 and Chapter 9A in ARB No. 43, respectively. In Price, 
Waterhouse (PW), John B. Inglis, who gave US Steel a quali- 
fied report in 1947 because of its use of replacement cost de- 
preciation, voted in favour, but the redoubtable George O. May, 
by then retired but very much an active thinker and writer, and 
his protégé in the firm, Paul Grady, together with several other 
senior PW partners were opposed. In Arthur Andersen, Paul K. 
Knight, a partner in the firm's New York office and a member 
of the committee, was in favour, while Leonard Spacek and the 
partners in the Chicago home office were opposed. The aca- 
demic who opposed Chapter 9A was C. Aubrey Smith, of the 
University of Texas, who had spent the summer of 1935 in the 
SEC's registration division. From outward appearances, the 
leading partners in Ernst & Emst, Haskins & Sells, and 
Lybrand, Ross Bros. & Montgomery were in favour of the po- 
sition adopted in ARB No. 33 and in Chapter 9A of ARB No. 43. 

13 Report of the Committee on Accounting Procedure, dated 
30 September 1958 (in the author's files). As it happened, the 
Committee chairman at that time was former SEC Chief 
Accountant Werntz, by then a partner in a major accountancy 
firm. 

№ An early indication of this interest was the publication in 
April 1949 by the AIA's Research Department of a memoran- 
dum entitled ‘Ап inquiry into the reliability of index num- 
bers', which was originally intended 'for use as background 
material for consideration by the committee on accounting 
procedure in its deliberations as to the feasibility of using 
index numbers for adjustment of depreciation and/or property 
carrying values' (Research Department, 1949:312 ftn 1). 

15 The Study Group was sponsored by the Institute and was 
financed jointly by it and the Rockefeller Foundation. It was 
composed of businessmen, lawyers, economists, statisticians, 
and others, as well as accountants. 

16 In the UK, GPL accounting became known as Current 
Purchasing Power (CPP) accounting. GPL accounting was not 
regarded by theorists as a departure from historical cost ac- 
counting but instead as an adaptation of historical cost ac- 
counting to inflationary conditions. 

17 Тре petition was transmitted in a letter to the Commission 
on 24 March 1954 and was signed by Leonard Spacek on be- 
half of the firm. Curiously, the SEC, when reporting on the pe- 
tition in its next Annual Report, erroneously referred to the 
petition as calling for “economic depreciation (based on re- 
placement at current prices)’ (SEC, 1955:107). Perhaps Chief 
Accountant King did not fully appreciate the difference be- 
tween GPL-restatements and replacement cost adjustments. 

18 Letter from Orval L. DuBois, Secretary, Securities and 
Exchange Commission, to Leonard Spacek, dated 28 May 
1954. The firm's petition, as well as the letter from DuBois, is 
in the author's files. The term 'substantial authoritative sup- 
port' has been used by the SEC since 1938 as the criterion for 
sound accounting practice. See the SEC's Accounting Series 
Release No. 4 (1938), which continues to be in effect today. 
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1956:159-60). Yet in 1958, by which time 
Armstrong was no longer on the Commission, the 
SEC’s accounting staff signified to the committee 
that there was no need for such a general state- 
ment. Thereupon, the committee removed the proj- 
ect from its agenda.!? 


2.2. General price-level accounting 

Since the late 1940s, interest had been growing 
in the use of general price-level adjustments ap- 
plied to historical cost, rather than the use of cur- 
rent cost, to reflect the impact of the increase in 
prices on financial statements.'* Perhaps a reason 
for this different tack, in the minds of some, was 
the hope that the SEC might view it as less open to 
objection than the use of current cost. In 1952, the 
report of the Study Group on Business Income, 
which was engineered by George O. May, recom- 
mended that 'corporations whose ownership is 
widely distributed should be encouraged to furnish 
[supplementary] information that will facilitate the 
determination of income measured in units of ap- 
proximately equal purchasing power', subject to 
audit where practicable (1952:105).^ SEC chief 
accountant King, who was a member of the broad- 
ly constituted Study Group, strongly dissented 
from this recommendation (1952:122-3). The 
Study Group's report provided encouragement for 
the emerging interest, stimulated by the earlier 
writings of Henry W. Sweeney (1936) and William 
Paton (1941), in general price-level (GPL)-restat- 
ed financial information to deal with the recent 
run-up of inflation. 

Beginning in 1953/54, under the aggressive 
leadership of Leonard Spacek, Arthur Andersen & 
Co., which had a large client base in the public 
utility industry, was an outspoken advocate of cur- 
rent cost accounting or, alternatively, the use of 
GPL indices to restate historical cost deprecia- 
tion.!6 Indeed, in March 1954 the firm boldly peti- 
tioned the SEC to require companies to state in an 
audited footnote the amount by which net income 
failed to reflect GPL-restated depreciation of plant 
and property." In May 1954, the SEC denied the 
firm's petition, saying as follows: 


"The Commission has concluded that [the firm's 
proposal] is not in accordance with sound and 
generally accepted accounting principles, that it 
does not have substantial authoritative support, 
and that its adoption is not necessary or appro- 
priate in the public interest or for the protection 
of investors or consumers to carry out the provi- 
sions of the statutes administered by the 
Commission.’ !? 


A more categorical denial could hardly be imag- 
ined. 

In the 1950s and 1960s, Spacek's activism led 
his firm to support the efforts of several of its pub- 
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lic utility clients to record GPL-restated deprecia- 
tion or current cost-adjusted depreciation in their 
financial statements, one client also doing a GPL- 
restatement of its fixed assets in the balance sheet 
(see Randall, 1974; Staff of the Accounting 
Research Division, 1963:194—9, 211-17). The 
companies' motivation was to show a reduced net 
income in the light of a larger investment base fol- 
lowing the postwar inflation, so that this lower rate 
of return on assets would support their argument to 
regulators for higher energy rates to consumers. 
Yet those of its clients that were SEC registrants 
were required to relocate the depreciation charge 
‘below the line’ in their filings with the 
Commission (Zeff, 1992:457—9; Goodrich, 1969). 
The SEC insisted that a company's reported earn- 
ings must reflect depreciation based on conven- 
tional historical cost. 

Apart from its work with audit clients, Andersen 
issued a series of publications from 1959 onwards 
in which it advocated one or another form of price- 
level depreciation, price-level accounting, and 
eventually ‘value accounting’ (Memorandum on 
Price-Level Depreciation, 1959; Accounting and 
Reporting Problems of the Accounting Profession, 
1969:5—16; Objectives of Financial Statements, 
1972). 

Also during the 1950s, the American Accounting 
Association, the organisation of accounting aca- 
demics, took up the cause of GPL-restated finan- 
cial reporting. In 1951, an Association committee, 
which included a leading practitioner (Maurice H. 
Stans, of Alexander Grant & Company), recom- 
mended that companies include comprehensive 
GPL-restated financial statements as supplemen- 
tary information to their primary statements 
(‘Price level changes and financial statements’, 
1951). In 1955-56. the Association published 
three monographs that explained and illustrated 
GPL-restated financial statements and argued their 
merits (Mason, 1955; Jones, 1955; Jones, 1956). 

In 1957, the Association committee charged with 
revising its ‘principles’ statements turned a corner, 
departing from the Association’s three previous 
‘principles’ statements on whether to provide 
GPL-restated information. The committee, chaired 
by Robert K. Mautz of the University of Illinois, 
recommended that investors should be furnished 
with supplementary data ‘to reflect the effect of 
price changes in the specific assets held by the en- 
terprise during the period, to show the effect upon 
the enterprise of movements in the general price 
level, or to achieve both purposes’ (Committee on 





'9 Sidney Davidson, who was a member of the APB at that 
time, has confirmed this reason for the change from an 
Opinion to a Statement. Telephone conversation with 
Davidson on 31 December 2006. 

20 Accounting Principes Board, Minutes of meeting — 
16-18 August 1967, p.10 (in the author’s files). 
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Accounting Concepts and Standards, 1957:544). 
After having indicated its positive view on the 
Association’s three previous ‘principles’ state- 
ment, the SEC was conspicuously silent in its 
Annual Reports about whether it endorsed the 
Association’s most recent statement. Chief 
accountant Barr would write in 1959, begrudging- 
ly, that the SEC ‘probably would not object to the 
inclusion of such [GPL-restated] statements as 
supplementary material in a filing with the 
Commission’ (Barr and Koch, 1959:182). 

During the 1960s, the Accounting Principles 
Board (APB), which had succeeded Ше 
Committee on Accounting Procedure in 1959, be- 
came interested in GPL-restatements. In 1963, the 
APB sponsored the publication of a research study 
that explained and illustrated GPL-restated finan- 
cial statements (Staff of the Accounting Research 
Division, 1963). In an APB research study pub- 
lished in 1965 and written by Paul Grady, a senior 
partner in Price Waterhouse, he carried forward the 
views of his late mentor, George O. May, by advo- 
cating a supplementary reporting of the financial 
effects of price-level changes (1965:370). 

By the end of the 1960s, the APB added tem- 
pered support for GPL-restated financial state- 
ments as supplements to the primary statements. In 
1969, the APB unanimously approved a non-bind- 
ing Statement to call for the supplementary disclo- 
sure of GPL-restated statements. Initially, the 
subcommittee that began in 1966 to draft the pro- 
nouncement understood that the board intended to 
issue it as a mandatory Opinion. Miller and 
Redding report that the pronouncement became a 
Statement when the board found that it was unable 
to secure a two-thirds majority for GPL-restate- 
ments as a required practice (1986:91).1 Had the 
APB issued an Opinion, the SEC would not have 
enforced compliance with it. Indeed, at the board's 
August 1967 meeting, LeRoy Layton, the chair- 
man of the subcommittee, informed the board that 
SEC chief accountant Andrew Barr *was generally 
not in favour of the positions taken in the draft 
Opinion principally because of the problems asso- 
ciated with (a) parallel statement presentation, (b) 
continued restatement of previous financial state- 
ments as general price indices change, which he 
believes would be baffling to readers and might be 
used as an excuse for ‘appraisal accounting’ by 
some persons, and (c) possible legal implica- 
tions’. In the event, few companies adopted the 
APB's recommendation. 

As noted earlier, the periodic intervention of the 
SEC chief accountant on certain drafts of the 
Committee on Accounting Procedure and the APB, 
which occurred also on issues other than the ones 
that are germane to this article, raises a question 
whether committee and APB members were vot- 
ing their genuine beliefs or were bowing to the in- 
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evitable, namely, the position espoused, or known 
to be held, by the chief accountant?! 


2.3. Further on upward departures from 
historical cost 

Those who might have hoped at the outset of the 
1960s that the newly formed APB could open the 
door, if only slightly, to upward departures from 
historical cost accounting were rudely taken aback 
by the APB's peremptory rejection of its research 
study on accounting principles, today known as a 
conceptual framework document, which was pub- 
lished in 1962. The two academic authors of the 
study, Robert T. Sprouse and Maurice Moonitz, 
advocated the use of net realisable values or, alter- 
natively, current replacement cost to measure mer- 
chandise inventory and the use of current 
replacement cost to measure plant and equipment 
(1962:27—34). The research study was received 
coolly, to say the least, by the members of the APB 
and by the advisory committee on the project. 
Indeed, three members of the advisory committee, 
former SEC chief accountants Blough and Werntz 
and the sitting chief accountant, Barr, totally re- 
jected the authors’ recommendations.” Barr 
minced no words when he wrote, ‘indiscriminate 
application of the [recommended] principles could 
result in false and misleading financial statements 
and might tend to undermine the confidence of the 
public in all published financial statements’ 
(Sprouse and Moonitz, 1962:60). For its part, the 
APB discarded the research study and declined to 
consider it again ("Statement , 1962). 

In 1963, Arthur R. Wyatt wrote an accounting re- 
search study on business combinations for the 
APB in which, among other things, he recom- 
mended a 'fair-value pooling' concept. This meant 
that, for business combinations effected by an 
issue of shares and where the constituents were of 
approximately equal size, the assets of both con- 
stituents should be restated at their fair values, up 
or down (1963:107). He insisted that this approach 
was ‘applicable only when the facts of the transac- 
tion indicate clearly that the resultant entity is, 
in effect, a new enterprise' (107). Yet chief 


21 In 1972, Charles T. Horngren, an academic and a member 
of the АРВ, argued: “The SEC (top management) has used de- 
centralisation with a master's touch. Its lower-level manage- 
ment (APB) does an enormous amount of work for no salary 
and has just enough freedom to want to continue the arrange- 
ment....the board has been unjustifiably criticised for timidity 
or vacillation on several occasions when the basic explanation 
for the Board's behavior has been no assurance of support 
from the SEC’ (1972:39). 

7? Blough was then a member of the APB, and Werntz, a 
partner in the firm of Lybrand, Ross Bros. & Montgomery, had 
been the last chairman of the Committee on Accounting 
Procedure. Barr had been expressly authorised by the 
Commission to accept the invitation to serve on the advisory 
committee, which was an unprecedented instance of a chief 
accountant serving on an Institute committee. 
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accountant Barr likened Wyatt’s ‘fair-value pool- 
ing' concept for business combinations to the up- 
ward quasi-reorganisations to which the SEC had 
objected some years ago (1965:24). Barr was ever 
on guard for what he regarded as ‘upward’ quasi- 
reorganisations in new guise. 

In APB Opinion No. 6, issued in 1965, whose 
purpose was to declare the status of the previously 
issued Accounting Research Bulletins from No. 43 
onwards, it was stated that, with respect to Chs. 9A 
and 9B of ARB No. 43, ‘property, plant and equip- 
ment should not be written up by an entity to re- 
flect appraisal, market or current values which are 
above cost to the entity' but that "Whenever appre- 
ciation has been recorded on the books, income 
should be charged with depreciation computed on 
the written up amounts’ (APB, 1965:42). One of 
the APB members, Sidney Davidson, of the 
University of Chicago and a former student of 
Paton's, qualified his assent to the board's view 
that fixed assets should not be written up to reflect 
current costs ‘but only because he feels current 
measurement techniques are inadequate for such 
restatement. When adequate measurement meth- 
ods are developed, he believes that both the re- 
porting of operations in the income statement and 
the valuation of plant in the balance sheet would 
be improved through the use of current rather than 
acquisition costs’ (42). 

In 1966, an American Accounting Association 
committee produced A Statement of Basic 
Accounting Theory (Committee to Prepare a 
Statement of Basic Accounting Theory, 1966). 
Among other things, it recommended that both 
historical and current costs be reported in the body 
of companies’ financial statements (30-1, 
Appendix B). The author recalls a gathering dur- 
ing the Association’s 1966 annual meeting, at 
which the committee presented its recommenda- 
tions. During the meeting, SEC chief accountant 
Barr stated that the SEC would not accept such 
financial statements. 

A possible reason why US companies may not 
have been greatly concerned over the impact on 
earnings of historical cost accounting during times 
of rising prices was the availability of last-in, first- 
out (LIFO) accounting for inventories as well as 
the use by a considerable number of companies of 
one or both of the accelerated methods of depreci- 
ation for financial reporting purposes following 
enactment of the Internal Revenue Code of 1954. 


3. Coping with the inflation of the 1970s — 


the SEC recants on current cost/value 

A major changing of the guard within the SEC oc- 
curred in 1972. Andrew Barr, the last of the chief 
accountants who had joined the SEC’s accounting 
staff in the 1930s, retired. Instead of tapping A. 
Clarence Sampson, Barr’s deputy whom he had in- 
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tended to succeed him, SEC chairman William J. 
Casey decided that he wanted to look outside the 
Commission for the next chief accountant. He 
chose an activist, John С. (Sandy) Burton, ап ac- 
counting and finance professor at Columbia 
University who had studied accounting at 
Haverford College with Philip W. Bell. It was Bell, 


together with Edgar О. Edwards, who wrote a 


highly influential book in 1961, The Theory and 
the Measurement of Business Income, in which 
they explained and advocated the use of current 
cost accounting. Burton was already on record as 
favouring a change in the traditional accounting 
model that would better depict economic reality 
(1971:50). Burton, at age 39, had not been an ac- 
countant during the 1930s and thus would not have 
been haunted, like his predecessors, by tales of the 
write-ups during the 1920s. 

US inflation was high throughout the 1970s, and 
one of the earliest exposure drafts issued by the 
newly established Financial Accounting Standards 
Board (FASB), which succeeded the APB in July 
1973, was entitled ‘Financial reporting in units of 
general purchasing power’ (1974). Prior to the 
issue of the exposure draft, the FASB had pub- 
lished a discussion memorandum and held a pub- 
lic hearing on the subject. The recommendation in 
the draft was that companies’ conventional finan- 
cial statements should include a comprehensive 
GPL-restatement of their statements. Almost im- 
mediately, SEC chief accountant Burton derided 
the FASB’s ‘Units of general purchasing power’ 
proposal as *PuPU accounting’ (1975:70). Не ar- 
gued that GPL-restated financial statements would 
not provide investors with any better information 
than conventional statements. He observed that 
*the impact of inflation falls with dramatic un- 
evenness on various sectors of the economy and 
various parts of firms'. He added, ‘И is essential 
that rapid movement take place in the direction of 
replacement cost accounting so that investors can 
perceive the effects of inflation on the activities of 
business enterprise' (70). Coming from the SEC, 
this was indeed a revolutionary call for reform. 

Burton meant what he said. In August 1975, the 
SEC announced a proposed revision to Regulation 
S-X to require that a defined set of large companies 
make footnote disclosure of replacement cost in- 
formation for cost of sales, inventories, deprecia- 
tion, and productive capacity (SEC, 1975; 'SEC 
proposes', 1975). The proposal, affecting about 
1,000 of the country's largest non-financial corpo- 
rations, went into effect in March 1976, when the 


23 Interview with A. Clarence Sampson, conducted by 
Ernest Ten Eyck, 7 July 2005 (SEC Historical Society, at 
http://www.sechistorical.org/museum/oralhistories/index.php 
Zsampson). 
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SEC issued Accounting Series Release (ASR) No. 
190, thereby rebuffing the FASB, which had opted 
for GPL-restatements (SEC, 1976; 'SEC adopts', 
1976). The SEC stated in the release that “it did not 
and does not view its [1975] proposal as competi- 
tive with that of the FASB', because companies 
could adopt GPL-restatements in conjunction with 
historical costs or replacement costs. But Leonard 
M. Savoie, a former AICPA executive vice-presi- 
dent, wrote, ‘I do not know of anyone who agrees 
with the Commission on that, and the FASB de- 
ferred action on its exposure draft’ (1979:231). 
The SEC clearly had taken the initiative for deal- 
ing with the effects of inflation out of the FASB’s 
hands. 

Although the required replacement cost informa- 
tion was not to be reflected in the body of the fi- 
nancial statements and did not have to be subject 
to audit, this was nonetheless a historic deviation 
from the SEC’s defence of the primacy of histori- 
cal cost accounting. Charles Horngren, a close stu- 
dent of the US accounting standard-setting 
process, attested to the pivotal role played by the 
chief accountant: 


‘As chief accountant, John C. Burton persuaded 
the SEC to mandate fair values. ...strong influen- 
tial leaders can make a difference, especially if 
they are at points of leverage in the process. And 
timing counts too. For example, as chief ac- 
countant of the SEC, Andrew Barr had a well- 
known aversion to upward departures from 
historical costs. If Barr were sitting in Burton’s 
chair in 1976, I wonder if the replacement cost 
requirements would have been issued.’ 
(Horngren, 1986:38) 


Under Burton’s leadership, the SEC performed a 
role in the US similar to that played by the 
Sandilands Committee in the UK in 1975, when 
the latter suddenly refocused the field of debate 
from Current Purchasing Power accounting, which 
had been recommended by the Accounting 
Standards Steering Committee in a provisional 
standard, to current cost accounting (see Tweedie 
and Whittington, 1984, ch. 5). 

In 1979, the FASB recovered its lost ground. It 
issued Statement of Financial Accounting 
Standards (SFAS) No. 33 (1979b), which called for 
the supplementary disclosure of both current cost 
and GPL-restated data, dubbing the latter as ‘con- 
stant dollar accounting’, which, like the SEC re- 
lease, applied only to very large corporations. 
Accordingly, in October 1979, the SEC issued 
Accounting Series Release No. 271 to delete the 
disclosure requirements set out in ASR No. 190 
once the FASB’s SFAS No. 33 were to take effect. 
Although an FASB standard now governed prac- 
tice, it had been much influenced by the SEC’s 
powerful intervention. 
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Later in the 1970s, the SEC took a further step 
away from its long embrace of historical cost ac- 
counting by calling for the required use of current 
value information for proven reserves in the body 
of the financial statements of oil and gas produc- 
ers.4 The issue arose in the aftermath of the Arab 
Oil Embargo of the United States and other 
Western nations in 1973. Congress enacted the 
Energy Policy and Conservation Act (EPCA) of 
1975, which directed the SEC, after receiving for- 
mal advice from the FASB, to eliminate the diver- 
sity of accounting practice used in oil and gas 
production. Until then, some producers would cap- 
italise only the costs incurred in successful pro- 
duction, while expensing the costs associated with 
failed attempts at discovering oil or gas deposits. 
This method, used mainly by the large, vertically 
integrated oil and gas companies, is known as 
‘successful efforts costing’. Other producers 
would capitalise all of the costs associated with oil 
and gas exploration. This method, used mainly by 
the smaller companies, is known as ‘full costing’. 

In 1977, the FASB issued SFAS No. 19, which, 
by а 4-3 vote, recommended that only the ‘suc- 
cessful efforts costing’ method be permitted. In 
reaching its conclusion, the board was under con- 
siderable pressure from small and medium-sized 
oil and gas companies not to require the use of 
‘successful efforts costing’ (Staubus, 2003: 185—6; 
Van Riper, 1994, ch.4). As required by the EPCA, 
the SEC held public hearings, covering 12 days 
and accumulating 2,700 pages of transcript, with 
all five members of the Commission in attendance. 
Furthermore, there was intense pressure brought 
on the SEC from the smaller oil and gas compa- 
nies, much of which was transmitted through 
members of Congress and federal departments, 
such as Justice and Energy. They used all of their 
lobbying might to defend against the imposition of 
‘successful efforts costing’, which, they believed, 
would make their earnings trend much more 
volatile. For one of the few times in the SEC’s his- 
tory, all of the commissioners — who rarely are 
versed in accounting — personally became im- 
mersed in an accounting issue.” Not being 
schooled in accounting, the commissioners had no 
allegiance to historical cost accounting, and they 
believed that, for the oil and gas industry, it was 
market values, not historical costs, that were rele- 
vant to investors. Indeed, this view was pressed on 
them numerous times during the hearings. It 
helped that the chairman, Harold M. Williams, al- 


24 For a full and authoritative treatment of this oil and gas 
accounting episode, see Gorton (1991). 

25 An earlier such hearing was on 22 November 1965, when 
the Commissioners met with a delegation from the APB to dis- 
cuss the classification of the deferred tax credit, which led to 
the issue of Accounting Series Release No. 102 (SEC, 1965). 
For a discussion of this episode, see Zeff (2007). 
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though trained as a lawyer, had been formerly a 
business school dean and a board director of a 
major oil and gas company. The commissioners 
also believed, as did their accounting staff, that 
neither “successful efforts costing’ nor ‘full cost- 
ing’ was demonstrably superior to the other. 
Accordingly, in August 1978, the SEC issued 
Accounting Series Release No. 253, which said 
that steps should be taken to develop and imple- 
ment ‘reserve recognition accounting’ (RRA), a 
variant of current value accounting, for required 
use in the body of oil and gas companies’ financial 
statements. Under RRA, the unrealised holding 
gains and losses in value of proven oil and gas re- 
serves were to be taken to earnings. For the first 
time since the founding of the SEC in 1934, the 
Commission required a class of registrants to de- 
part from historical cost accounting in the body of 
their financial statements. Times had indeed 
changed, and by then the memories of the flagrant 
write-ups of the 1920s had faded. 

The SEC said that, in the interim, until RRA is 
ready for implementation, oil and gas companies 
may continue using either ‘successful efforts cost- 
ing’ or ‘full costing’. Thereupon, the FASB felt it 
had no option but to issue SFAS No. 25 to suspend 
the effective date for the requirement in SFAS 
No. 19 to use ‘successful efforts costing’ (1979а). 

Following the issue of the SEC’s release, the 
major oil and gas companies began to bring pres- 
sure on the SEC not to require the use of current 
values for their proven oil and gas reserves be- 
cause of its impact on the public’s perception of 
their profitability at a time of steadily rising petrol 
prices and constricted supply. The Organisation of 
the Petroleum Exporting Countries (OPEC) was 
raising the price of crude each quarter, and the 
major refining and marketing companies were al- 
ready being denounced in the media for their esca- 
lating profits. In the end, in February 1981, the 
SEC reconsidered its requirement that RRA be 
used in the body of producers’ financial statements 
and instead announced its support of a move by the 
FASB to develop a comprehensive footnote dis- 
closure that would reflect the principles implicit 
іп RRA. The FASB issued that guidance in SFAS 
No. 69, issued in November 1982. 

But the precedent had been set. In 1978, for the 
first time, the SEC had announced as a matter of 
policy that historical cost accounting was not al- 
ways to be preferred over the use of current values 
in the body of companies' financial statements. 


4. Conclusion 

One can see from the foregoing analysis that 
the SEC established and restated its position 
time and again on the primacy of conventional his- 
torical cost accounting during its first 38 years 
(that is, until 1972), even when the Committee 
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on Accounting Procedure or the Accounting 
Principles Board was disposed to approve upward 
adjustments in one manner or another from con- 
ventional historical cost. This posture of the SEC 
explains the deeply held attachment to historical 
cost accounting that one associates with US finan- 
cial reporting during much of the 20th century. 
The year 1972 marked the arrival of a chief 
accountant who was unencumbered by memories 
of the indiscriminate write-ups of the 1920s and, 
moreover, had been tutored in the merits of current 
cost accounting. Owing to his proactive influence, 
the SEC approved the required use by more than 
one thousand large companies of supplementary 
replacement cost disclosures during the inflation- 
ary 1970s. The SEC took one major step further 
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when, during an intense period of controversy over 
accounting for oil and gas exploration in the sec- 
ond half of the 1970s, it called for the integration 
of current values into the body of companies’ fi- 
nancial statements as a better solution than arbi- 
trating the supremacy of ‘full cost costing’ in 
relation to ‘successful efforts costing’. In the 
1970s, the SEC had entered a new era in the regu- 
lation of company financial reporting. 

The record of the SEC’s numerous and powerful 
intrusions into the process of establishing proper 
accounting practice for inventories and fixed as- 
sets does much to call into question whether the 
United States truly has had a private-sector process 
for establishing ‘generally accepted accounting 
principles’. 








Appendix 
The role of the SEC chief accountant in relation to the bodies that establish accounting principles 


The chief accountant is the principal adviser to the Commission on accounting and auditing matters. From 1937 
to 1982, the Commission issued Accounting Series Releases to express its view on accounting and auditing 
matters and to report on enforcement actions taken by the Commission. The Office of the Chief Accountant, 
together with the Division of Corporation Finance, which oversees corporate disclosure of important informa- 
tion to the investing public, have, since 1975, issued Staff Accounting Bulletins to convey their interpretations 
and practices in administering the disclosure requirements of the federal securities acts. 


While the SEC has stated that it looks to the private sector for leadership in the establishment of accounting 
principles, all parties know that the ultimate authority to establish those principles rests with the SEC, which, 
in most instances, usually means the Office of the Chief Accountant. 


The American Institute of Accountants, at the urging of the chief accountant (Blough, 1967: 5—7), enlarged its 
Committee on Accounting Procedure іп 1938-39 and invested it with authority to issue Accounting Research 
Bulletins (ARBs), setting out its opinion on proper accounting practice, which came to be known as ‘generally 
accepted accounting principles’ (GAAP). Unless the chief accountant were to make known his disagreement 
with an ARB or with the authoritative pronouncements of its successor bodies, it may be assumed that the SEC 
expects all publicly traded companies, known as registrants, to comply with them. As is made evident in this 
article, the chief accountant occasionally attended meetings of the committee, and he and his staff communi- 
cated on a regular basis, in writing and orally, with members of the committee and its research staff. 


The Accounting Principles Board (APB), which succeeded the Committee on Accounting Procedure in 1959, 
was a senior technical committee of the American Institute of Certified Public Accountants, which adopted its 
new name in 1957. Its authoritative recommendations on GAAP were called Opinions. In addition, it issued 
several Statements that constituted non-binding advice. The SEC chief accountant and his staff maintained 
frequent contact with the APB and its staff but did not attend its meetings. 


The Financial Accounting Standards Board (FASB), an independent standard-setting body overseen by a board 
of trustees, succeeded the APB in 1973. Its authoritative recommendations on GAAP are known as Statements 
of Financial Accounting Standards. As with the FASB’s two predecessors, the SEC chief accountant and his 
staff have been in regular contact with the FASB and its staff. Some or all of the SEC commissioners meet pe- 
riodically with some or all of the FASB members, together with their respective staffs, and the chief account- 
ant participates in meetings of the FASB’s Emerging Issues Task Force and attends and speaks at the quarterly 
meetings of the FASB’s advisory council. 
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How does changing measurement change 
management behaviour? A review of the 
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Abstract—The effect of a change in accounting standards on reporting firms’ economic behaviour is often a 
concern raised by those opposing the accounting change. Some view these changes in behaviour as an inevitable 
consequence of a rule change. Others are not persuaded by these arguments. Although the empirical evidence of 
changes in economic behaviour is not extensive, it is consistent with accounting changes resulting in firms changing 
both operating and financing decisions. The evidence of which economic incentives give rise to these changes is 
more limited. Changes in economic behaviour appear consistently to be related to the regulatory use of accounting 
numbers. In addition, some evidence related to incentives created by management compensation and by market 
discipline has been found. Evidence of the importance of debt covenants in inducing accounting changes is less 
convincing given limited examination of actual debt contracts and the use of poor proxies of covenant slack. The 
existing research does little to tell us whether any changes in behaviour are for the better or for the worse. 


1. Introduction 

Critics of changes in accounting standards often 
argue against the changes because they will result 
in changes concerning reporting firms’ economic 
behaviour. A recent example of these arguments 
occurred during a Congressional Hearing of the 
Committee on Financial Services (US House of 
Representatives, 2004). In that hearing, US 
Representative Royce argued that economic be- 
haviour had already changed as a result of the em- 
ployee stock option expensing proposal of the 
Financial Accounting Standards Board (FASB). 
Opponents of expensing options argued it would 
impede job creation and slow economic growth. 
Similar concerns have been expressed about many 
other proposed accounting changes. Although this 
type of argument is frequently made, the rationale 
is not often given or defended, and implicit in the 
criticism is the assumption that changes in behav- 
iour are undesirable. 

For some, the idea that accounting changes 
would lead to changes in behaviour seems obvi- 
ous. Consistent with this view Sandy Burton, for- 
mer Securities and Exchange Commission (SEC) 
chief accountant, is quoted in Forbes (1977) as 
saying '...there is no doubt that measurement stan- 
dards have an impact on behaviour. That impact 
cannot be ignored in setting measurement stan- 
dards. There's a delicate balance you have to 
have.' This statement implies that the notion that 
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standard-setters should care about these changes in 
behaviour is equally obvious. 

For others the idea that accounting change 
would lead to changes in behaviour is not believ- 
able. Beresford (1998), former FASB chairman, 
states that ‘most of these kinds of allegations about 
so called “economic consequences” are pretty dif- 
ficult, if not impossible, to prove and even mem- 
bers of Congress usually are not persuaded by 
them in the final analysis.’ His statement suggests 
that these arguments merely reflect political pos- 
turing. 

Even those who believe that changes in behav- 
iour occur do not necessarily agree about whether 
the change is for better or worse. For example, 
some suggest that the Statement of Financial 
Accounting Standards SFAS 106, requiring accru- 
al of post-employment benefits, provided a ‘wake- 
up call’ about the magnitude of the costs 
associated with retiree benefits. This view is ex- 
pressed by Ben Neuhausen, a partner in Arthur 
Andersen’s professional standards group, who was 
quoted by Singh (2001) as saying, ‘I think some 
companies were genuinely clueless about how 
much these benefits were going to cost them over 
the long haul ... once Statement 106 forced them 
to measure these obligations, a lot of companies 
realised that they had offered benefits they could 
not afford.’ In contrast, Reuters (1990) reported 
that when commenting to the SEC on fair value ac- 
counting for investment securities Federal Reserve 
chairman Alan Greenspan states that ‘the adoption 
of market-value accounting for the investment se- 
curities portfolio might also affect the amount of 
securities that banks are willing to hold. Many 
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institutions would likely reduce their holdings of 
marketable instruments, thereby having the unde- 
sired effect of reducing the liquidity of banking or- 
ganisations.' 

Furthermore, some standard setters hold the 
view that whetber or not behavioural changes 
occur and whether those changes are good or bad 
is irrelevant for setting standards. For example, 
Leisenring (1990), former vice-chairman of the 
FASB states that "Unfortunately, it is once again 
fashionable to suggest that the FASB should aban- 
don the notion that decision-useful information 
must be neutral and should consider the “есопот- 
ic consequences" of its decisions. Some would 
even assert that the FASB should try to determine 
in advance who will be relatively helped or hurt by 
the result of applying a particular accounting stan- 
dard, and consider “public policy implications" 
when it establishes accounting standards. In a 
word, bias the information reported to influence 
the capital allocation or other economic decisions 
toward some predetermined objective, thereby un- 
dermining the proper functioning of the capital 
markets and impairing investors’ and creditors’ 
capital allocation decisions. 

These views suggest that the issue of whether 
accounting standard setters should consider result- 
ing changes in economic behaviour when writing 
accounting standards is controversial. For some, 
changes in management behaviour seems like an 
obvious consequence of accounting change, while 
for others the claims of behavioural changes seem 
difficult, if not impossible to prove. Furthermore, 
some argue that firms are better off as a result of 
these changes while others argue that firms are 
damaged by the changes. Finally, some believe 
that regardless of the desirability of the changes in 
behaviour they should not be considered when set- 
ting standards. 

The level of controversy about changes in man- 
agement behaviour has not been matched by the 
amount of research in this area. Generally, there 
has been little published academic research in ac- 
counting that has examined whether firms actually 
change their economic behaviour in response to 
accounting changes. Less than 1096 of the studies 
focusing on FASB accounting standards published 
in the top three US academic accounting journals 
(i.e. Accounting Review, Journal of Accounting 
and Economics and Journal of Accounting 
Research) directly examines the effects that these 
accounting standards have on firms' economic be- 
haviour. A majority of the studies consider valua- 
tion issues and roughly a quarter of the studies 
examine accounting choices firms make when 
adopting the standard. The explanation as to why 
there is so little emphasis on this seemingly im- 
portant research question is not obvious. One pos- 
sibility is that this research has been undertaken 
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but that accounting changes do not actually lead to 
changes in economic behaviour. A bias against 
publishing null results may have led to few of 
these studies appearing in these journals. А second 
possibility is that the difficulty in documenting 
these changes in behaviour convincingly may be 
too discouraging. Another possibility is that this 
research is not well received because those who 
believe that firms’ economic behaviour responds 
to accounting changes find the results obvious, 
while those that do not believe that firms would re- 
spond to accounting changes do not believe the re- 
sults. 

Despite the relative lack of emphasis on examin- 
ing whether changes in accounting standards result 
in changes in economic behaviour, there has been 
some research published over the past 25 years 
documenting this phenomenon. This research can 
help to answer the questions of whether the 
changes occur. Although these studies often dis- 
cuss the incentives for these changes in behaviour, 
few of the studies conduct tests of which econom- 
ic incentives gave rise to the documented changes. 
To some extent this research can help answer the 
question of why these changes occur. The research 
does little to tell us whether the changes are for the 
better or for the worse, or to inform standard-set- 
ters about whether they should address these po- 
tential changes in behaviour. 

The next section reports the existing evidence 
documenting changes in firms operating and fi- 
nancing activities following several important ac- 
counting changes that have been implemented 
over the past three decades. The following section 
discusses potential economic incentives that 
would lead firms to change their behaviour as a re- 
sult of a change in accounting rules. The final sec- 
tion provides suggestions for further research and 
conclusions. 


2. Measurement changes 
During the past three decades, there have been 
many important accounting changes that potential- 
ly might have led firms to change their economic 
behaviour. Such changes could relate either to op- 
erating activities or to financing decisions. 
Research studies have been conducted for several 
of these changes to determine whether evidence of 
their effect in economic behaviour can be found. 
Conducting this type of research is challenging. 
Evidence based on surveys such as the one con- 
ducted by Goodacre et al. (2006), is not likely to 
persuade sceptics who view statements about be- 
havioural changes as political posturing because 
survey responses may not be consistent with ac- 
tions actually taken. Documenting a stock market 
reaction is not sufficient to conclude that a behav- 
ioural change has occurred, since the market reac- 
tion will not be limited to these behavioural 
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changes. This suggests that convincing evidence 
of a behavioural change requires documenting that 
economic behaviour is different after the account- 
ing change than it was before. However, econom- 
ic behaviour will be affected by factors other than 
the accounting change. Convincingly isolating the 
effect of the accounting change will require either 
a well-specified model of the economic behaviour 
or an appropriate control sample. Since firms can- 
not be randomly assigned to be control firms, the 
use of a control sample will typically require a cor- 
rection for self-selection. 


2.1. Measurement changes that affect operating 
activities 

2.1.1. Mandated expensing of research and 
development (R&D) 

Several studies of changes in economic behav- 
iour have focused on SFAS 2, which requires the 
expensing of research and development expendi- 
tures. This issue has undoubtedly attracted atten- 
tion for a variety of reasons. In part the focus on 
the change in accounting for R&D reflects the im- 
portance of these expenditures to economic 
growth and productivity. The mixed results found 
in the original studies of this accounting change 
have most likely also resulted in additional ге- 
search on this issue. 

Horowitz and Kolodny (1981) document a re- 
duction in R&D spending at the time of adoption 
of SFAS No. 2 for a sample of over-the-counter 
(OTC) traded firms that were forced to change 
from capitalising to expensing R&D expenditures 
relative to a matched control sample of firms that 
expensed R&D prior to SFAS 2. They discuss sev- 
eral possible explanations for the documented 
change in behaviour. First, they mention the possi- 
bility that the market for the small firms examined 
may not be efficient. Second, they note that, re- 
gardless of whether the market is efficient, if man- 
agers believe that the market is inefficient then 
accounting changes may result in changes in be- 
haviour. The third and fourth possibilities men- 
tioned are that management compensation plans or 
contractual lending constraints might induce a 
change in behaviour. Finally, it is noted that stock 
exchange listing requirements or government con- 
tract evaluation procedures might result in a 
change in economic behaviour. Although they dis- 
cuss these possibilities, they do not explicitly test 
for why these changes occurred. 

Dukes et al. (1980) also examine the behaviour- 
al changes in R&D expenditures following the is- 
suance of SFAS 2. They fail to find support for an 
effect on research and development expenditures 
attributable to SFAS 2 for a sample of New York 
Stock Exchange (NYSE) and American Stock 
Exchange (AMEX) firms. They acknowledge that 
their lack of findings may be attributable to their 
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focus on large firms. 

Elliott et al. (1984) attempt to reconcile the in- 
consistent results found in Horowitz and Kolodny 
(1981) versus in Dukes et al. (1980). Using the 
Horowitz and Kolodny method of measuring 
changes in R&D expenditures, they find a change 
in behaviour for both listed firms and OTC firms. 
Using the Dukes et al. (1980) method, they find a 
change in behaviour for the OTC firms but not for 
the listed firms. They argue that the matched-pair 
design used in both studies may not be appropriate 
because it does not control for self-selection prob- 
lems caused by comparing firms that choose to 
capitalise against those that chose to expense R&D 
prior to the accounting rule change. 

Sheheta (1991) examines the issue of self-selec- 
tion bias in the analysis of the economic conse- 
quences of the mandatory change in accounting for 
R&D. He finds a more negative change in R&D 
expenditures for firms that previously capitalised 
relative to firms that previously expensed R&D 
after controlling for the self-selection bias. These 
results confirm a change in economic behaviour 
associated with the change in accounting for R&D, 
but do not consider the economic incentives that 
gave rise to these changes. 

While none of these studies examine whether 
R&D expenditures were optimal prior to the ac- 
counting change, the implicit assumption underly- 
ing these studies is that the accounting change had 
an undesirable effect on R&D expenditures by the 
expenditures declined after the accounting change. 


2.1.2. Accrual of Other Post Employment Benefits 
(ОРЕВ) liabilities 

Another important accounting change with the 
potential to affect firms' operating decision is the 
requirement that other post retirement benefits 
(OPEBs) be accounted for on an accrual rather 
than cash basis. This accounting change resulted in 
approximately $300 bn in unfunded benefits liabil- 
ities added to the balance sheet of US public firms. 
This large increase in firms' leverage may have 
provided incentives to reduce benefits to mitigate 
the financial statement effect of this accounting 
change. 

Mittelstaedt et al. (1995) document the preva- 
lence, magnitude and timing of retiree health care 
benefit reductions associated with the adoption of 
SFAS 106 and examine the determinants of the 
benefit-reduction decisions. Unlike the SFAS 2 
studies they do not have a control sample of firms 
that engage in the transaction being studied, and 
which were unaffected by the accounting change. 
Instead they attempt to control for factors other 
than SFAS 106 that might lead to changes in post- 
retirement benefits. They claim that their results 
indicate that firms cutting benefits are financially 
weaker and have higher retiree health care costs at 
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the time benefits are reduced. They conclude that 
SFAS No. 106 cannot be viewed as the sole cause 
of the health care benefit reductions. 

To the extent that the benefit reductions occurred 
in firms that were financially weak and had higher 
retiree health care costs, the results of this study 
are not inconsistent with arguments made that 
SFAS 106 helped firms realise that they had of- 
fered benefits which they could not afford. 


2.1.3. Fair valuing investment securities 

For financial institutions the change to fair value 
accounting for investment securities was an im- 
portant accounting change with the potential to af- 
fect their operating decisions. The use of fair value 
accounting for only a single type of asset while ig- 
noring concurrent changes in the values of other 
assets and liabilities could lead to unrealistic 
volatility in reported equity, and therefore provide 
an incentive to change investment behaviour. 

Beatty (1995) compares changes in the invest- 
ment behaviour of bank holding companies that 
early adopted SFAS 115 versus those that did not 
in the SFAS 115 early adoption quarter. Her analy- 
sis includes a self-selection correction for the early 
adoption decision. She finds a decrease in both the 
proportion of assets held in investment securities 
and the maturity of the investment securities held. 
These changes are related to the banks regulatory 
capital ratio, suggesting that the volatility in recog- 
nised fair values may have led banks to change in- 
vestment behaviour due to regulatory capital costs 
that could have arisen from the accounting change. 
She concludes that shortening the maturity of the 
investment portfolio may reduce interest income 
earned or increase their interest rate risk. Increased 
exposure to interest rate changes could make the 
banking industry more volatile, which was one of 
the arguments raised by Greenspan when opposing 
this standard. 


2.14. Fair valuing derivatives 

Increased volatility in earnings for derivatives 
not qualifying for hedge accounting treatment may 
alter use of derivatives. Zhang (2006) examines 
whether the FASB’s standard on accounting for 
derivative instruments (SFAS 133) caused a 
change in corporate risk-management behaviour. 
She hypothesises that the effect of the standard on 
firms’ risk-management activities varies depend- 
ing on the hedging effectiveness of the derivative 
instruments. She finds that after the adoption of 
SFAS 133 interest-rate risk, foreign exchange-rate 
risk, and commodity price risk decreases for firms 
that were speculators relative to firms who were 
hedgers. Zhang concludes that SFAS 133 discour- 
aged firms’ speculative use of derivative instru- 
ments. She does not consider reasons that firms are 
concerned with earnings volatility. To the extent 
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that standard setters are interested in how account- 
ing changes affect managements’ behaviour, her 
evidence of a decrease in the speculative use of de- 
rivatives suggests a potentially beneficial change 
in behaviour. 


2.2. Measurement changes that affect financing 
decisions 

Lease financing is a commonly used vehicle for 
financing long-term assets. An important account- 
ing change that had the potential to affect how 
firms finance their operations was the requirement 
by SFAS 13 that capital leases be recognised as as- 
sets and liabilities on the balance sheet. Increases 
in reported debt associated with capitalising leases 
may result in firms structuring leases to obtain op- 
erating lease treatment. 

Imhoff and Thomas (1988) document a signifi- 
cant change in the structure of leases in response to 
SFAS 13 for a sample of firms that disclosed a 
high amount of capital leases prior to the account- 
ing change relative to a sample of firms that re- 
ported a low amount of capital leases prior to the 
accounting change. They find a corresponding in- 
crease in the amount of operating leases used by 
these firms, which suggests a substitution from 
capital leases to operating leases. However, they 
find that total leases declined after the accounting 
change. They also find that the high-lease group 
has greater increases in equity financing and larg- 
er decreases in debt financing after the accounting 
change. They do not consider reasons for these fi- 
nancing changes. 

Beattie et al. (1998) document that key account- 
ing ratios would be affected by the change in lease 
accounting required by FRS 5 for a random sam- 
ple of 300 listed UK companies. While they sug- 
gest that because these ratios are employed in 
decision-making and in financial contracts the 
changes may affect managers’ behaviour, they do 
not examine whether these behaviour changes oc- 
curred. 

Altamuro (2006) reports similar findings in her 
examination of whether firms decrease their use of 
synthetic leases after FASE Interpretation No. 46 
(FIN 46) required that they be reported on the bal- 
ance sheet. Prior to this change in accounting rule, 
companies acquired assets using this type of fi- 
nancing structure so that for financial accounting 
purposes the asset and the corresponding depreci- 
ation of the asset were recorded on the books of 
the special purpose entity rather than on their own. 
This off-balance sheet financing treatment was 
curtailed by FIN 46's requirement that their pri- 
mary beneficiary consolidate these variable inter- 
est entities. She reports a decline in synthetic lease 
usage relative to mortgage financing after FIN 46 
was adopted. She also does not examine the rea- 
sons for the change in behaviour. To the extent that 
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the objective of the change in accounting was to 
reduce the use of off-balance sheet financing vehi- 
cles, Altamuro’s results suggest that the standard 
may have produced the desired outcome. 


2.3. Summary of studies documenting behaviour 
changes 

Research on six important accounting changes 
has documented evidence consistent with changes 
in operating and financing activities following the 
accounting changes. For five of the six changes 
examined the findings were relative to a control 
sample of firms unaffected by the accounting 
change. In two studies where a self-selection cor- 
rection was included the correction resulted in a 
larger effect rather than a smaller one. The primary 
focus of these papers has been on the existence of 
a change rather than on the reason for the change. 
The results in these papers suggest that these 
changes in behaviour may be beneficial in some 
circumstances but undesirable in others. 


3. Potential economic motives for changes 


in behaviour 

In their ‘Conceptual Framework for Financial 
Reporting: Objective of Financial Reporting and 
Qualitative Characteristics of Decision — Useful 
Financial Reporting Information’, the FASB and 
IASB acknowledge that the information provided 
by general purpose external financial reporting is 
directed to the needs of a wide range of users 
rather than only to the needs of a single group. The 
potential users of financial reports that they dis- 
cuss include creditors, equity investors, govern- 
ments, regulators, employees, suppliers, creditors, 
and the public. The existence of many different fi- 
nancial statement users suggests that accounting 
changes could lead to changes in firms’ economic 
behaviours for a variety of reasons. 

The research examining potential reasons for be- 
haviour changes has considered a variety of incen- 
tives including debt and compensation contracts, 
capital and rate regulation and market incentives. 
This research also faces several challenges. 
Examining the contracting incentive can be diffi- 
cult because contract terms are not always readily 
available. Constructing measures correlated with 
the unobservable contract terms has proven to be 
difficult. Since regulators may use either generally 
accepted or regulatory accounting principles, 
whether regulatory incentives exist is determined 
on a case specific basis. The explanation for why 
the market would care about a reporting change 
can be difficult to articulate and to measure. 


3.1. Contracting role of accounting 

Watts and Zimmerman (1986) state that ‘ac- 
counting plays an important role both in contract 
terms and in monitoring those terms’. They further 
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argue that ‘there is an important cash flow and 
value linkage introduced by accounting’s contract- 
ing role’. Similar views are expressed in Standard 
& Poor’s (S&P 2006), which states that S&P, as 
part of its surveillance process, monitors the po- 
tential impact of changes in accounting standards. 
S&P (2006) states that it ‘is possible accounting 
changes could trigger financial covenant viola- 
tions or regulatory or tax consequences, and could 
even influence changes in business behaviour, 
such as a change in hedging policy’. 

The FASB and IASB provide a contrasting view 
of the role of contracting in financial reporting. 
FASB (2006) states that ‘because general purpose 
financial reports are prepared in accordance with a 
generally accepted set of financial reporting stan- 
dards and often are audited, the parties to an agree- 
ment may consider them useful as the basis for 
contractual agreements. However, the parties to an 
agreement are generally able to specify how finan- 
cial reporting standards are applied for the purpose 
of that agreement, including which information in 
a financial report is used and how it is used. For 
example, a restrictive covenant may be stated in 
terms of a particular line item or subtotal on a fi- 
nancial statement, prepared in accordance with fi- 
nancial reporting standards in effect at a specified 
date. Therefore, reports prepared solely as the 
basis for contractual agreements are specialised re- 
ports, rather than general purpose financial reports 
that are the subject of this draft framework.’ 

Research examining the extent to which con- 
tracts rely on GAAP accounting numbers as of the 
reporting date should help distinguish between 
these two opposing views. 


3.1.1. Debt contracting 

One of the most commonly discussed rationales 
for why accounting changes might lead to changes 
in firms economic behaviour relates to the use of 
accounting numbers in debt contracts. These argu- 
ments assume that debt contracts contain financial 
covenants and that the covenant calculations are 
based on GAAP in force at the time of the calcula- 
tion rather than in effect at the time that the firm 
enters into the contract. Several papers indicate 
that this may not always or even frequently be the 
case. Begley and Freedman (2004) document that 
the use of financial covenants in public debt con- 
tracts has changed through time. Specifically, they 
note a dramatic decline in the use of accounting 
numbers over the last three decades. Accounting- 
based covenants restricting dividends and addi- 
tional borrowing appear in less than 10% of the 
most recent sample of debt contracts examined. 
They conclude that recently executed public 
covenants provide little incentive for managers to 
manipulate accounting numbers. The implications 
for a likely change in economic behaviour induced 
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by a change in accounting are similar. Begley and 
Freedman (2004) also re-examine the correlation 
between a firm’s leverage ratio and use of 
covenants. They find that the rank correlation 
dropped from nearly 60% during the 1970s to 
below 5% in the late 1990s. They conclude that the 
leverage ratio is no longer a good indicator of the 
use of financial covenants in public debt. 

In contrast to public debt, private debt continues 
to extensively use financial covenants. However, 
there is substantial evidence that those covenants 

‘commonly are not affected by changes in GAAP. 
An early paper (Leftwich, 1993) considers the use 
of non-GAAP numbers in covenants calculations. 
He examines recommended covenant definitions 
in Commentaries, which is a reference manual for 
lawyers who negotiate restrictive covenants in 
lending agreements. In addition, Leftwich exam- 
ines 10 private lending agreements to verify that 
the definitions contained in Commentaries appear 
in actual lending agreements. He finds that the def- 
initions used in covenant calculations use GAAP 
as a Starting point, but make modifications to the 
GAAP numbers. The modifications disallow cer- 
tain increases to income and assets that are re- 
quited by GAAP but insist on certain decreases in 
income and assets that are not required by GAAP. 
During the period that he examined, he found that 
covenants were based on GAAP numbers in force 
at the time of the covenant calculation rather than 
GAAP at the time that the contract was signed. 

More recent evidence on covenant calculations 
in private lending agreements suggests that the use 
of GAAP at the time of covenant calculation has 
also changed. Mohrman (1996) examines a sample 
of 228 lending contracts entered into between 
1963/1990 including 148 bank loans, 41 public 
debt issues and 39 private placements. She finds 
that roughly 2596 of the contracts do not include 
accounting-based covenants. The remaining 75% 
with accounting-based covenants are split roughly 
equally into those with covenant calculations af- 
fected by accounting changes and those that are 
unaffected by accounting changes. 

Further evidence on how accounting changes af- 
fect covenant calculations is provided by Beatty et 
al. (2002). They examine how the interest rate 
charged for a sample of 206 bank loans enter into 
between 1994 and 1996 is affected by the exclu- 
sion of either voluntary or mandatory accounting 
changes from the calculation of covenant compli- 
ance. They find that nearly 75% of the loans ex- 
clude the effect of mandatory accounting changes 
from covenant calculations, while roughly 5096 
exclude the effects of voluntary accounting 
changes. They also examine how the rate charged 
on the loan is affected by the exclusion 
of accounting changes. They find that the rate 
charged on the loan is 84 basis points lower when 
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voluntary accounting changes are excluded and 71 
basis points lower when mandatory accounting 
changes are excluded. Beatty et al. (2002) conclude 
that excluding mandatory accounting changes may 
reduce the expected renegotiation costs of the loan 
in the event of an accounting change. 

Evidence on the correlation between a firm's 
leverage ratio and closeness to covenant violation 
for private loans is provided by Dichev and 
Skinner (2002). They state that 'since we can 
measure covenant slack directly, we also assess the 
construct validity of firm leverage as a proxy for 
closeness to covenants. We find that while 
covenant slack and leverage are correlated, the 
magnitude of the correlation is fairly small in eco- 
nomic terms, implying that leverage is a relatively 
poor proxy for closeness to covenants.’ 

The results of these papers suggest that, while 
debt covenant calculations may provide an incen- 
tive for firms to change their economic behaviour 
in response to accounting changes in certain cir- 
cumstances, this incentive may not be as prevalent 
as is often assumed; either because public debt 
does not contain financial covenants or because 
the covenants contained in private debt are not af- 
fected by the accounting changes. In addition, the 
results in these papers indicate that the leverage 
ratio is unlikely to be a good measure of a debt 
contracting incentive to change economic behav- 
iour in response to an accounting change: Some 
suggest that leverage may instead proxy for the 
firm's target leverage ratio. However, the reason 
that firms would not adjust their target for the ac- 
counting change is not clear. 


3.1.2. Compensation contracts 

А second contracting incentive that has been 
considered is executive compensation contracts. In 
contrast to debt contracts that are explicit about 
how accounting numbers will affect contract cal- 
culations, typically bonus calculations are linked 
more loosely to specific accounting metrics. It is 
unclear whether the lack of specificity in the con- 
tract will make it more or less likely for account- 
ing changes to result in changes in economic 
behaviour. On the one hand, compensation con- 
tracts provide more flexibility to adjust bonus cal- 
culations, on the other they provide no explicit 
exclusion of the effects of accounting changes. 

There is some empirical evidence that bonus cal- 
culations do provide an incentive for firms to 
change their economic behaviour in response to 
accounting changes. Marquardt and Wiedman 
(2007) examine the economic consequences of 
changes in the financial reporting requirements for 
contingent convertible securities (COCOs). For a 
sample of 199 СОСО issuers from 2000-2004, 
they find that issuers are more likely to restructure 
or redeem existing COCOs to obtain more 
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favourable accounting treatment when the finan- 
cial reporting impact on diluted earnings per share 
(EPS) is greater, and when EPS is used as а per- 
formance metric in CEO bonus contracts. They 
conclude that these results provide new evidence 
that managers are willing to incur costs to retain 
perceived financial reporting and compensation 
benefits. 


3.2. Regulation 

For firms in regulated industries, the use of 
GAAP numbers in regulation potentially provides 
an incentive for changes in management behav- 
iour. Theoretically regulators, like lenders, could 
modify the accounting numbers that are used in 
regulatory calcülations to meet their specific 
needs, consistent. with the views expressed by the 
FASB and IASB about specialised rather than gen- 
eral purposes. However, practical concerns that 
regulators may be captured by the industries that 
they are supposed to regulate have led regulators 
to frequently use GAAP numbers rather than regu- 
latory accounting numbers. These GAAP numbers 
тау. be used in both capital regulation in the fi- 
nancial services industry and rate regulation in 
public utilities. 


3.2.1. Capital regulation 

To the extent that regulatory capital ratios are 
computed using GAAP numbers, changes in ac- 
counting standards created an incentive for affect- 
ed firms to change their economic behaviour. 
However, some ambiguity exists about the effect 
of accounting changes on the calculation of regu- 
latory capital ratios. In the US, the Federal Deposit 
Insurance Corporation Improvement Act of 1991 
(FDICIA) requires that regulatory accounting 
standards be no less stringent than GAAP. 
Compliance with this regulation results in changes 
in GAAP inducing changes in regulatory account- 
ing standards. However, the board of governors of 
the Federal Reserve System (2005) has stated that: 


‘Although GAAP informs the definition of regu- 
latory capital, the Federal Reserve is not bound 
by GAAP accounting in its definition of tier 1 or 
tier 2 capital because these are regulatory con- 
structs designed to ensure the safety and sound- 
ness of banking organisations, not accounting 
designations designed to ensure the transparency 
of financial statements. The current definition of 
tier 1 capital differs from GAAP equity in a 
number of ways that the Federal Reserve has de- 
termined are consistent with its responsibility for 
ensuring the soundness of the capital bases of 
banking organisations under its supervision. 
These differences do not constitute differences 
between regulatory reporting and GAAP ac- 
counting requirements, but rather are differences 
only between GAAP equity and the concept of 
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tier 1 capital as used in the Board’s regulatory 
capital requirements for banking organisations.’ 


This statement suggests that any given account- 
ing change may or may not affect the calculation 
of regulatory capital ratios and therefore may or 
may not provide an incentive for a change in eco- 
nomic behaviour. Consistent with this ambiguity, 
Bens and Monahan (2006) discuss how the FASB 
Interpretation No. 46 (FIN 46) requirement that 
sponsors consolidate their highly leveraged asset- 
backed commercial paper (ABCP) conduits affect- 
ed regulatory capital ratio calculations. These 
assets were assigned a zero risk weight by the reg- 
ulator and therefore this accounting change did not 
affect the calculation of the risk-based capital ra- 
tios. However, this accounting change did affect 
the calculation of the leverage ratio, which for US 
banks is required in addition to the risk-based cap- 
ital requirements, because GAAP assets are used 
in the denominator of leverage ratio. Bens and 
Monahan (2006) examine how sponsors of ABCP 
conduits responded to this accounting change. 
They find that the volume of ABCP began to de- 
cline upon the introduction of FIN 46 and that this 
decline is primarily attributable to a reduction in 
US banks' sponsorship of ABCP. Also, they find 
that US banks entered into costly restructuring 
arrangements to avoid having to consolidate their 
conduits per FIN 46. They conclude that in certain 
settings, accounting standards appear to have real 
effects on investment activity. 


3.22. Rate regulation 

For rate regulated utilities, accounting changes 
can create a perverse incentive. D'Souza (1998) 
explains that for rate-regulated firms expense-in- 
creasing accounting standards have a positive ef- 
fect on their cash flows because the rate recovery 
mechanism is based on accounting numbers. 
Managers of rate-regulated firms therefore have 
incentives to respond to expense-increasing ac- 
counting standards in ways that enhance the finan- 
cial statement impact of the accounting change. 
She investigates the reporting and contracting re- 
sponses of electric utilities to SFAS No. 106, 
which requires that other post-retirement benefits 
be accounted for on an accrual rather than cash 
basis. D'Souza (1998) documents that those man- 
agers of rate-regulated firms, which face greater 
uncertainties about future rate recoveries, have 
lower incentives to reduce employee benefits 
when adopting SFAS No. 106. 


3.3. Market response 

While the idea that changes in economic behav- 
iour might result from accounting changes that af- 
fect covenant or bonus calculations seems to be 
widely accepted, there is considerable disagree- 
ment about whether managers might change their 
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economic behaviour to avoid a negative market re- 
sponse to an accounting change. Those who argue 
that the market can see through the effects of ac- 
counting changes argue that managers would not 
alter their economic behaviour for this reason. In 
contrast, survey results by Graham et al. (2006) 
suggest that managers are willing to sacrifice eco- 
nomic value to meet the markets expectations. In 
particular, they find that more than half of the sur- 
vey participants state that they would delay start- 
ing a new project to avoid missing an earnings 
target. 

Beatty (2006) examines banks’ response to re- 
cent changes in accounting for Trust Preferred 
Securities that affect how these securities are re- 
ported in the balance sheet but do not change the 
calculation of regulatory capital. To examine 
whether the potential market response to this ac- 
counting change affected economic behaviour, the 
paper examines whether publicly traded banks and 
those with more uninsured liabilities were more 
likely to issue these securities before the account- 
ing change, but not after. The results suggest that 
accounting changes can lead to changes in banks’ 
economic behaviour even when the change in ac- 
counting does not affect regulatory capital calcula- 
tions. This is consistent with bank managers acting 
as if they are concerned with the markets’ response 
to the numbers reported after the accounting 
change. 


3.4. Summary of incentives 

The evidence suggests that while contracting in- 
centives for behavioural changes may exist, they 
are not ubiquitous. Identifying when they exist is 
not trivial. Regulators determine whether regulato- 
ry incentives exist on a case specific basis. 
Behavioural changes occur when a regulatory in- 
centives exists. Evidence on the importance of a 
market incentive is limited. 


4. Suggestions for future research and 
conclusions 

The issue of whether accounting standard setters 
should consider resulting changes in economic be- 
haviour when writing accounting standards is con- 
troversial. For some, changes in management 
behaviour seem like an obvious consequence of 
accounting change, while for others the claims of 
behavioural changes are difficult, if not impossi- 
ble, to prove. Additional research documenting the 
existence of behavioural change in response to ac- 
counting changes would strengthen the existing 
findings of the academic research that suggests 
that important accounting changes do result in 
changes in firms’ operating and financing behav- 
iour. There is even less consensus about the rea- 
sons for these changes. Changes in economic 
behaviour appear to be related consistently to the 


ACCOUNTING AND BUSINESS RESEARCH 


regulatory use of accounting numbers. The evi- 
dence on the importance of debt covenants in in- 
ducing accounting changes is less convincing 
given that the proxies typically used to measure 
covenant slack have been shown to be poor. 
Research examining the contracting incentive 
using actual contract terms would be more con- 
vincing. Some evidence has also been found relat- 
ing to incentives created by management 
compensation and by market discipline, although 
these two incentives have not been examined to 
any great extent. Additional research exploring a 
market incentive for changes in management be- 
haviour seems warranted. A better understanding 
of why managers change their behaviour might 
help determine whether changes in behaviour are a 
good or a bad thing, at least from the perspective 
of the effected firm. This research is unlikely to be 
able to address broader social welfare concerns. 

Regardless of this controversy over the effects of 
accounting changes on altering management be- 
haviour, it seems relevant that standard setters 
should be interested in how economic behaviour 
changes as a result of their standards. 
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Discussion of ‘How does changing 
measurement change management 
behaviour? A review of the evidence’ 


Neil Chisman* 


I would like to thank Anne Beatty for an illumi- 
nating and thought-provoking address. I have a 
few brief observations and questions under these 
five headings: 


1. Why do people complain? Aren’t the behaviour 
changes always a good thing? 

2. Are there differences between the UK and the 
US? 

3. What are the non-economic motives for behav- 
iour change? 

4. What should we do about this? 

5. What should standard setters do? 


To take the first point: why do people complain; 
are not behaviour changes always a good thing? I 
know that Anne said more research was needed. I 
understand that — I used to be an academic myself. 
I was not very good at it because I found I had no 
trouble forming opinions in the complete absence 

_ of facts! 

Doubtless accounting standards changes cause 
changes in behaviour. I’ve done it and I've changed 
behaviour as a result of an accounting standard 
change. I am not proud of it — I can only plead that 
I was very young at the time! I cannot think of a 
single case where such a behaviour change was a 
bad thing, or even an unintended consequence. For 
example, the standard dealing with off-balance 
sheet financing was overtly aimed at stamping out 
bad practice. Banks were openly marketing 
schemes to circumvent accounting standards. 
Prudent finance directors might not have liked 
them, but they could not refuse their pushy chief 
executives. Consequently, companies carried risks 
that they did not understand and that investors did 
not understand. The standard stopped all of that. 

Or pensions accounting: I was a member of the 
Financial Reporting. Council when the UK 
Accounting Standards Board introduced account- 
ing standard FRS17 Retirement Benefits. A high- 
profile council member made an impassioned 
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address saying that it would be the death of the 
British defined benefit pension scheme. A much 
lower-profile member responded that this would 
be a good thing because such schemes were wide- 
ly misunderstood and mismanaged. It did indeed 
cause the decline of defined benefit schemies; I be- 
lieve that was because managements and investors 
began better to understand the liability that they 
were carrying. 

If a proposed accounting change is foreseen to 
cause a bad change in behaviour, then standard 
setters should respond to comment to that effect in 
the discussion phase, and I think they do. Perhaps 
the impassioned debate reflects differences of 
opinion on whether the foreseen behaviour change 
is a good or a bad thing. 

There were some elements in Anne's presenta- 
tion that made me ask if there were differences be- 
tween the UK and the US. For example, do 
bonuses and remuneration really drive undesirable 
behaviour changes? I suppose it is not completely 
out of the question here in the UK. However, 
bonuses are normally awarded at the discretion of 
the remuneration committee, who would usually 
be expected to adjust for any engineered results, 
and the behaviour changes themselves are likely to 
be matters reserved for the full board. 

Consequently, it is not really open to executive 
directors to tinker with the results without the 
agreement of non-executives merely to enhance 
bonus payments. Indeed, the whole area of win- 
dow-dressing, involving such actions as making 
and releasing provisions to smooth the results, is 
much more constrained than it once was. 

From this side of the Atlantic it can seem that the 
*show me where it says I can't do this' mentality is 
quite rife in the US. It may indeed be less common 
over here now, but we must not forget that during 
the 1980s disciplines were disgraceful in the UK. 
It was perfectly normal to look for ways to cir- 
cumvent accounting standards and there were 
some awful scandals. But there was a thorough 
clean-up in the 1990s, with David Tweedie at the 
ASB, with the Cadbury Committee on Corporate 
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Governance, and with the Financial Reporting 
Review Panel scaring people to death. My percep- 
tion is that it is now quite unusual to push the 
boundaries. 

What, then, are the non-economic motives for 
behaviour change? Behaviour might change sim- 
ply because management wants to do the right 
thing, both in the positive sense of wanting to earn 
one’s place in Heaven, and in the negative sense of 
protecting one’s back and not wanting one’s face 
on the front page of a tabloid newspaper. 
Managements do care deeply about their reputa- 
tions. 

Anne mentioned that the debt:equity ratio, 
which we call gearing and which Anne calls lever- 
age, is a poor proxy for tightness of debt 
covenants. I do not think it is any proxy at all; it is 
actually more stringent and more important. It is 
usually gearing that drives the behaviour change 

‚апа not debt covenants. Debt:equity ratio is a 
guide to long-term financing stability, an indica- 
tion that you are likely always to be able to borrow. 
I would expect a company’s policy on gearing to 
be tighter than Ше debt covenants. It would be rea- 
sonable, for example, for a company to set a poli- 
cy that the acceptable range is from 40% to 60%; 
any lower — as Anne’s example quoted — would ap- 
pear as unambitious, with the company needing to 
find good investments or return cash to sharehold- 
ers. Any higher and the route back down must be 
clear. This is where the standard on off-balance 
sheet financing had its effect by demonstrating that 
companies’ gearing had been pushed past accept- 
able upper gearing limits. 

Perhaps the best and the most benign motive for 
behaviour change is simply increased understand- 
ing of the issues leading to better decisions. In my 
experience, this is the most common — and you 
might say that this is what accounting standards 
are actually for. 

Behaviour change happens because people do 
not always act rationally in practice, and markets 
are far from perfect. In principle, all decisions 
within a company should be made by selecting the 
option which maximises the net present value of 
future cash flows, either directly by maximising 
the cash flows themselves or by lowering risk and 
the weighted average cost of capital. 

If people consistently acted rationally in this 
way, then an accounting change would not induce 
a behavioural change. When it does, it implies that 
there was something wrong previously, that some 
area of irrational decision-making is being correct- 
ed. Hence the demise of the defined benefit pen- 
sions, as people understood the liability more 
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completely, and the cessation of off-balance sheet 
financing as people understood better the risk of 
excessive gearing. 

It is not only on the management side that better 
understanding is required. Ten years ago, there 
was an investor-driven move for hotel companies 
to sell big hotels and retain a management con- 
tract. It was argued that a revenue stream on ‘no 
capital employed’ had to be good business. 
Actually, this is usually value destroying because 
there are substantial extra costs, the revenue 
stream is no longer a perpetuity, and most of the 
benefit of improved trading performance passes to 
the new owner. Investors can and do bring irra- 
tional pressure to bear on managements. Indeed, 
investors are often cited as being more than will- 
ing participants in the strategy that brought down 
Marconi. 

What, therefore, do we need to do? We must 
make a fundamental change in the way we account 
and report, in order to give both sides — manage- 
ment and investors — greater clarity and under- 
standing that what matters is the net present value 
of future cash flows. If accounting standards can 
make the dialogue between investors and manage- 
ments focus rationally and constructively on value 
creation rather than short-term profits, then there 
will be much beneficial behaviour change and we 
will all get richer. 

What should standard setters do? Anne quoted 
Jim Leisenring as saying: ‘Standard setters must 
continue to produce standards giving neutral deci- 
sion-useful information,’ and I agree with that. 
Decisions will then become more rational, and any 
changes in behaviour will be beneficial. 

Let’s not underestimate the task. Global stan- 
dards are far from harmonised, and even the best 
are not yet very decision-useful. Progress is ham- 
pered by market participants’ inability to agree, to 
reach a consensus, even on trivia like terminology. 
We have bickering; woolly thinking; partisan posi- 
tions; poor to non-existent listening skills; argu- 
ments about the number of angels that can dance 
on a pinhead; and even political interference. 

The standard setters are uniquely placed to rise 
above all this, to see the big picture, to show tech- 
nical excellence, to lead opinion and to drive con- 
sensus about what needs to be done. The standard 
setters must not let themselves get bogged down in 
the trivia that we mere mortals indulge in; other- 
wise we will make no progress. The standard 
setters must lead — they must lead the world to- 
wards harmonised, high quality, decision-useful 
accounting standards, and it would be nice if that 
could be soon. 
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Overview 


Lindsay Tomlinson* 


At my first meeting at the Financial Reporting 
Council, one of the members said: “To resolve this 
particular issue, we first have to decide what the 
accounts are for.’ Whereupon a more seasoned 
council member than I raised his hand and pointed 
out that as the profession had been debating that 
topic for the last 150 years, we were unlikely to re- 
solve it in the next one-and-a-half hours! The cur- 
rent debate has some of that flavour to it. Our 
great-great-grandchildren will probably be debat- 
ing measurement and the use of fair values in 100 
years’ time, and let us hope doing so in Chartered 
Accountants’ Hall. 

I am the first ‘normal’ practitioner to speak at 
this conference. Everyone else you have heard 
from so far is an expert, many of whom make a liv- 
ing from explaining financial reporting to ordinary 
investment managers like me. It could be said that 
they are information and disclosure junkies; they 
just cannot get enough! 

As has been pointed out, it has been difficult to 
engage the end users, the investors, in the account- 
ing standards debate. Why is this? I know it's hard 
to believe, but many people find the accounting 
standards debate esoteric and even slightly boring. 
They obviously haven't attended conferences such 
as this one. 

More plausibly, many investors with an account- 
ing bent are much more interested in exploiting 
anomalies rather than fixing them. And the killer 
fact is that, despite all the imperfections, markets 
do a pretty good job of valuing companies. There 
are no free lunches out there. One approach might 
be to ask, as an investor, why spend time trying to 
fix something that now works tolerably well? 

I take a less sanguine view than this. I have great 
respect for the work done both by academics and 
by the International Accounting Standards Board 
in this area. While it is tempting as the practical 
person to leave the debate to others, I am greatly 
aware of the truth of Keynes’ observation, ‘that 
even the most practical man of affairs is usually in 
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the thrall of some long dead economist’. 

This is a deeply important debate.As my contri- 
bution, I want to touch on three separate topics: 
first, about what do investors really care? Second, 
what is an investor’s core activity, and how does 
that impact on investors’ use of financial state- 
ments? Third, what has all that to do with the dis- 
cussions we have enjoyed at this conference? 

I have found that there are three things that ex- 
cite investors in the financial reporting area. 

First, they think the accounts should be for them. 
Investors do not like general-purpose financial 
statements; we think the accounts should be pre- 
pared for the shareholders, the owners of the busi- 
ness, and although we are not the owners (we are 
actually standing in front of pension fund benefici- 
aries and insurance policy holders, who are the 
true owners) we think that the financial reports 
should be directed to us as, agents of the ultimate 
owners. And if financial reports are prepared: for 
shareholders, then other users can probably get the 
information they need from those reports. 

Next, stewardship: we as investors want to hold 
managements to account. Financial reporting has 
to give us the information we need in order to do 
so. We want to look backwards as well as for- 
wards. 

Third, UK investors are fixated on the true and 
fair view. That is the principles-based approach. 
As has been said, in this country we did not have 
problems such as Enron, WorldCom and Parmalat. 
We are strongly committed to a principles-based 
approach and it was fascinating to see Hank 
Paulson (US Secretary to the Treasury) recently 
endorsing this approach and suggesting that the 


-US should move in our direction. But in a litigious 


society like the US, I think rules will continue to 
hold sway. People need safe harbours. That is a 
real problem for the convergence project. Investors 
here lack enthusiasm for convergence to a rules- 
based approach. It really is a big deal for us. 

These are the hot buttons for investors. 

I said I would describe what investors actually 
do. What is our core fundamental activity? 
Ultimately, we arbitrage between price and value. 
That is true of any investor operating in. public 
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markets. For each possible investment such as a 
company stock or a bond, we know its market 
price on a continuous basis. We then need to place 
a value on that stock or bond and make investment 
decisions based on the difference between the 
known price and our estimates of the value. We 
want to find differences between them, and we 
want to be different to the other investors as well — 
it’s competitive. That is where we add our value. 

What are our main tools for estimating value in 
this game? Basically, there are two; namely net 
asset value and recurrent earnings. The latter are 
generally much more important to us, even though 
I have learnt at this conference that they are im- 
possible to define — it’s what we really care about. 
We are not looking for financial statements to 
value-a company. We want them to give us ade- 
quate information to do so. I would contend, as I 
said at the start, that the market as a whole does a 
pretty good job of valuing companies. What we are 
interested in is the underlying business model and 
` fhe fundamental economics of a business. When 
we meet companies, we are trying to see them 
through the eyes of their managements. As Philip 
Broadley commented, when we meet we talk 
about the business, not about accounting treat- 
ment, except when we really have to — that discus- 
sion is generally a two-minute coda to a meeting. 
We are really trying to understand what is going on 
within the business, not within the financial state- 
ments. 

One other important point is that we are particu- 
larly interested in something that was not much 
talked about yesterday, which is cash generation. 
That is what really cuts through to the fundamen- 
tal economics of a business. I follow George 
Orwell’s lead in this. He took the famous biblical 
passage in 1 Corinthians about ‘love’, and substi- 
tuted ‘money’ for ‘love’. He was proving a point 
about capitalism. But, if you substitute ‘cash’ for 
‘love’, you get pretty close to where the investors 
stand on this. Cash generation is incredibly impor- 
tant to us. It cuts through all the quirks of account- 
ing treatments. 
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Finally, what has all this to do with the papers 
presented to this conference (which, by the way, I 
thought were uniformly excellent)? 1 am not sure 
to what extent we are now violently agreeing with 
ourselves, but I get the strong impression that there 
is a ‘fair value’ camp that wants to place a fair 
value on everything. Parenthetically I would men- 
tion that the term ‘fair value’ is very prejudicial — 
we should say ‘modelled market value’ in this con- 
text. There is a pragmatist camp consisting o peo- 
ple who are happy to fair value financial 
instruments and other market assets, but who want 
to stick with historic cost transaction reporting. 
That was exemplified by the debate between Mary 
Barth and Stephen Cooper yesterday. It is no sur- 
prise that I sit firmly in the second camp. I do not 
think we need to transform what we are doing; I 
think we should incrementally fix the problems we 
come across, rather than seek to move to a com- 
pletely different framework. It may be that all of us 
are actually in agreement on that, but it is not at all 
clear to me that this is the case. 

Stephen Penman's paper was most helpful in ex- 
plaining why fair values give me such a problem. 
As I said, I want to value the company and I do not 
want it done for me. And I want to use income as 
the predominant factor in so doing. Taking away 
my income numbers will remove the major tool I 
want to use. It is no wonder that investors find this 
so perplexing. 

As a final aside, it is gratifying that people have 
been able to prove to themselves that management 
will bias numbers in their favour if they are given 
the latitude to do so. 

Where do we go from here? I am in agreement 
that much more research will help, but I suggest _ 
one useful research project would be to examine 
the way that investors view financial statements. 
There is quite a commonality of view between the 
preparers (the corporates) and the users (the in- 
vestors). Looking at how each of those operates 
would be a major contribution to the debate. 
Thanks again for giving me the opportunity of 
contributing. 
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